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Mr. Werner Bijkerk 


International Organization of Securities Commissions  


Calle Oquendo 12 


28006 Madrid 


Spain 


 
Re: Public Comment on Consultation Report:  Regulatory Issues Raised by the Impact 


of Technological Changes on Market Integrity and Efficiency 
 


CME Group Inc. (“CME Group”) appreciates the opportunity to comment on the International 


Organization of Securities Commissions’ (“IOSCO”) Consultation Report: Regulatory Issues 


Raised by the Impact of Technological Changes on Market Integrity and Efficiency (the 


“Report”).   


CME Group is one of the world’s largest and most diverse derivatives marketplaces.  We 


operate four separate exchanges, including the Chicago Mercantile Exchange Inc. (“CME”), the 


Board of Trade of the City of Chicago, Inc. (“CBOT”), the New York Mercantile Exchange, Inc. 


(“NYMEX”) and the Commodity Exchange, Inc. (“COMEX”).  The CME Group exchanges offer 


the widest range of benchmark products available across all major asset classes, including 


futures and options based on interest rates, equity indexes, foreign exchange, energy, metals, 


agricultural commodities and alternative investment products.   As a pioneer in the globalization 


of the futures markets, CME Group has also helped to expand the customer base for futures 


products.  To satisfy the increasing demands of the international marketplace, our CME Globex  


platform is accessible more than 23 hours a day by customers in more than 150 countries and 


foreign territories around the world. Telecommunications hubs in Singapore, London, 


Amsterdam, Milan, Paris, Seoul, São Paolo, Kuala Lumpur and Mexico City reduce our 


customers’ connectivity costs, increase accessibility, and deliver faster, more efficient trading. 


Additionally, CME Group has established international offices in London, Singapore, Tokyo, 


Hong Kong, São Paolo and Calgary. CME Group believes that its significant global expertise 


and experience will provide IOSCO with a unique and valuable perspective on the matters 


discussed herein. 


CME Group is strongly supportive of the efforts to promote the integrity, efficiency and 


transparency of global financial markets and appreciates the importance of ensuring that risk 


management and regulatory frameworks keep pace with the rapid technological advancements 


that have characterized the evolution of markets in recent years.  That technological change has 


been the catalyst for the development of more competitive, more efficient and more transparent 


markets, as well as substantial improvements and innovation in risk management and 


regulatory capabilities.      
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The Report focuses broadly on the impact of the growth in algorithmic and high frequency 


trading, the risks associated with the deployment of automated trading systems, and the 


supervision and regulation of trading in a more complex, interconnected and higher speed 


environment.   


With respect to CME Group markets, high frequency traders and other algorithmic traders play 


an important role in the diverse mix of market participants who trade CME Group products.  


Algorithmic and high frequency traders have evolved in response to the transition to electronic 


trading and the corresponding advancements in technology that created opportunities to 


optimize trade execution in terms of quality, speed and operational efficiency.  Given these 


drivers, the volume attributable to such trading is likely to continue to increase.   


There is considerable evidence, some of which is cited in the Report, that these traders provide 


important benefits to the market in that they contribute to increased liquidity and narrower 


spreads, thereby enhancing market quality for all participants by reducing their transaction 


costs.  Algorithmic trading also allows traders to improve their speed of execution, reduce the 


market impact of large orders and process more data more quickly to improve execution quality 


and consistency.  High frequency traders additionally enhance price discovery and market 


efficiency by trading away temporary market inefficiencies more quickly.   


In our view, algorithmic and high frequency traders are simply traders who employ specialized 


tools, albeit from a very diverse toolkit.  Tools with appropriate safety features significantly 


diminish the potential for harm, and automated trading clearly demands appropriate risk 


management functionality by traders, clearing firms and market centers, as well as effective 


rules, to mitigate risks to market integrity and stability.  As discussed further in this response, 


there have been material advancements in these areas as market structures and technology 


have evolved, reflecting the industry’s strong collective interest in fair, well-regulated and orderly 


markets.  If these risk and regulatory frameworks are sensibly and responsibly applied, and if 


continued innovation is not forestalled by overly prescriptive regulation, the demonstrated 


benefits of algorithmic and high frequency trading will continue to contribute to the liquidity, 


efficiency and growth of global financial markets, while simultaneously strengthening market 


integrity, stability and investor confidence. 


 


The Report poses a number of questions which we respond to below.   
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Q1  What impact have the technological developments in the markets in recent years 


had on your own trading? Has it encouraged, discouraged or had no impact on your 


willingness to participate on the lit markets, and how does this differ between asset 


classes and/or instruments? 


At CME Group, algorithmic and high frequency trading are products of the evolution of markets 


from a floor-based model to an electronic model.1  In CME Group’s electronic market model, 


price and book data is disseminated in real-time to all participants simultaneously, trading in the 


central limit order book is fast, competitive and fully transparent, and cross-product spreading 


and cross-market arbitrage are easily facilitated.  Given this market model and the 


corresponding advancements in technology, it is not at all surprising that traders have 


increasingly turned to automation to optimize trade execution, increase operational efficiency 


and enhance risk management.  As a result, algorithmic and high frequency trading has grown, 


contributing to significant volume growth across all asset classes and providing greater liquidity 


and tighter bid/ask spreads. The liquidity generated by these traders is, in turn, relied upon by 


all types of market participants to achieve their risk management and investment objectives and 


allows them to do so at lower cost.  The considerable growth in volume and open interest that 


has occurred on CME Group’s centralized market as electronic trading has evolved reflects that 


the technological developments in financial markets have led to broadly increased participation 


in the markets.    


Algorithmic trading techniques are presently widely used not only by sell-side market 


participants, but also increasingly by buy-side (institutional) participants to manage their order 


execution processes to enhance the quality of their executions.  These users employ a wide 


variety of increasingly sophisticated algorithms to systematically place orders to achieve desired 


execution benchmarks such as a volume weighted average price or time weighted average 


price, relying on intelligent analytics to optimize trade execution while also achieving operational 


efficiencies.   


It is also important to recognize that algorithmic traders, like non-automated traders, engage in 


varied activities such as market-making, arbitrage and hedging and employ diverse strategies in 


each of these contexts to achieve their objectives.  A significant proportion of high frequency 


traders active on CME Group markets contribute substantial liquidity by providing continuous 


markets in our products and that liquidity, in turn, often supports enhanced liquidity on other 


market venues trading related products.  Other high frequency traders engage in various forms 


of inter-market arbitrage, promoting efficient trading by improving the linkages among related 


instruments across asset classes.  Algorithmic and high frequency traders take market risk and 


have exposure to market movements notwithstanding the fact that their holding periods may be 


short in duration.  They employ multi-factor models in order to forecast “micro-price” movements 


                                                           
1
 We note that there are no precise definitions to describe the diverse trading strategies encompassed by the 


terms algorithmic or high frequency trading.  For purposes of this letter, we refer to algorithmic trading generally 
to mean the use of any automated order execution methodology.  High frequency trading is best understood as a 
subset of algorithmic trading that is characterized by high levels of messaging deployed in a very low latency 
infrastructure as well as high turnover with short holding periods.   
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and identify market inefficiencies, and their participation thus not only contributes to liquidity, but 


also to very efficient and transparent price discovery.    


High frequency traders have been maligned by some who assert that their presence is 


disruptive to markets.  CME Group does not believe that assertion is supported by the evidence, 


and, in fact, numerous academic studies have broadly concluded that high frequency traders 


are significant contributors of liquidity and help to mitigate market volatility.  Liquidity is clearly 


the most effective defense against disorderly markets and given the substantial liquidity 


provided by high frequency traders, it would be counterproductive for regulators to promote 


regulation that impairs their participation and compromises market efficiency and stability.    


The Report makes numerous references to the Flash Crash of May 6, 2010, and states in its 


conclusion that the usage of HFT “was clearly a contributing factor” to the flash crash event.  


CME Group did not find that to be the case in its review of the activity on its markets and the 


joint report of the Commodity Futures Trading Commission (“CFTC”) and the Securities and 


Exchange Commission concluded that HFT activity was not the cause of the flash crash.  In 


fact, our analysis concluded that HFT traders were significant liquidity providers in a period of 


tremendous liquidity demand.  What the analysis of the activity of that date did reveal, however, 


was that the degree to which different markets functioned effectively was impacted by the 


presence or absence of effective risk management tools, volatility mitigation mechanisms and 


transparent trade cancellation policies.  There inevitably will be occurrences of liquidity 


imbalances in markets, as well as liquidity crises on rare occasions – that is simply the nature of 


markets and in today’s high speed market environment, liquidity is extraordinarily dynamic and 


can be consumed, withdrawn and supplied very rapidly.  Automated trading is not the problem, 


but it is imperative that market structures, risk controls and regulatory frameworks are fully 


adapted to this environment to promote the integrity and stability of markets. 


Q2  What are your views on the suggestion that proprietary trading firms (including 


HFT firms) that are not currently subject to registration/authorisation by a regulator 


should be required to obtain such a registration/authorisation? Are there specific 


regulatory requirements you believe such firms should face? 


CME Group does not believe that imposing specific regulatory registration requirements based 


solely on the type of trading strategy employed by a particular firm is appropriate.  At CME 


Group, these customers are subject to the rules of the exchange, and all such clients with direct 


market access must explicitly consent to the jurisdiction of exchanges on which they operate.  


We believe that the best approach to mitigating the types of risks that arise from automated 


trading is to ensure effective risk management and supervisory programs are in place at every 


level of the supply chain, that is, at the trading firm, clearing firm and the exchange levels, 


thereby substantially reducing the likelihood that a single point of failure will threaten the 


integrity or stability of the market.  CME Group supports adopting principles-based rules that 


require effective supervision and risk management programs, consistent with the nature of the 


business being conducted.   Effective programs should feature robust pre- and post-trade risk 


management protocols and supervisory procedures that are reasonably designed to control 


access, effectively monitor trading, and prevent errors as well as other inappropriate activity that 
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poses a material risk of causing a significant market disruption.  In the case of trading firms, 


these controls commonly include, for example, credit, position and loss limits, order size 


restrictions, price sanity checks and automated execution throttles, all of which serve to mitigate 


the potential for disruptive activity.  As the markets have evolved, the sophistication of these risk 


management capabilities has evolved as well.  Additionally, it is important to recognize that such 


principles are equally important in the context of manually entered orders which are equally 


capable of causing market disruptions in an electronic trading environment. 


CME Group rules require all clearing members to have written risk management policies and 


procedures in place that are commensurate with the firm’s size, clientele and product mix, and    


CME Group’s Clearing House Risk Management Group conducts regular risk reviews of 


clearing members to assess compliance with these standards.   Given the breadth of risk 


profiles across the spectrum of clients, it would be inappropriate for exchanges or federal 


regulators to mandate “one-size-fits-all” risk management parameters when the firm is much 


better positioned, given its relationship to the client and its knowledge of the client’s trading, to 


determine the specific parameters of appropriate risk management.  Clearing firms, who must 


financially guarantee the trading activity of their clients, also have strong incentives to manage 


their clients’ risk exposures and routinely have numerous automated pre-trade and post-trade 


risk controls built into the proprietary or vendor-provided order entry systems they offer. 


CME Group provides firms with a number of tools to assist them in managing risk, including, for 


example, its Drop Copy Risk Management Service and FirmSoft Order Management Tool.  


CME Group’s Drop Copy service allows customers to receive, via a FIX messaging interface, 


real-time copies of Globex execution reports, acknowledgement and reject messages.  This 


enables firms to feed the data to their internal risk systems and monitor trading activity and risk 


on a real time basis.  The Drop Copy service also allows for the monitoring of aggregate activity 


guaranteed by one or more clearing firms upon approval of the clearing firms.  FirmSoft is a 


browser-based order management tool which provides real-time access to information on 


working and filled Globex orders, as well as order modification history.  Access to FirmSoft can 


be granted at various levels such as at the trader or account level.  FirmSoft also allows users to 


cancel an individual order, a group of orders or all working orders and mass quotes, thereby 


providing important risk mitigation functionality at all times including during system failures. 


CME Group also believes that exchanges have an important role to play in protecting the 


integrity and orderliness of their markets and have strong incentives to mitigate the potential for 


market disruptions.   Beyond the granular pre-trade and post-trade risk controls firms employ at 


the account/trader level to reduce the potential for disruptive trading, CME Group employs a 


variety of risk management and volatility mitigation functionalities on its Globex platform that 


apply to all orders entered into its electronic markets.  For example, CME Group’s price 


banding, maximum order quantities, market and stop order protection points, stop logic 


functionality, firm-level credit controls, messaging controls, cancel-on disconnect functionality 


and market maker sweep protections all serve to substantially reduce the likelihood and/or 


impact of disruptive trading.  (A number of these mechanisms are discussed in more detail 


below.)  The specific parameters of each of these risk management tools are carefully 


considered and are routinely evaluated by exchange personnel who have the expertise 


necessary to establish parameters that effectively protect market integrity without 
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inappropriately interfering in the efficient and reliable functioning of the market.  Of course, while 


an exchange implements such functionality in the context of protecting broader market 


vulnerabilities to disruptive trading, this functionality cannot replace the more granular risk 


management controls that firms should have in place and execute at the client level. 


As noted above, CME Group cautions against adopting overly prescriptive and inflexible “one-


size fits all” regulation. Such regulation tends to be inappropriately targeted, ineffective and 


have unintended adverse consequences given the variability of participant and market 


circumstances.  Prescriptive rules also often become quickly outdated in areas where markets 


and technology rapidly evolve, and there is little room for continuing innovation within the 


confines of inflexible and highly rules-based systems. Given the exceptional breadth of 


automated trading systems and strategies and the dynamic evolution of markets and 


technology, any effort to promulgate prescriptive rules in this regard is therefore likely to be 


counterproductive.   


To what extent do your answers differ if the proprietary trading firm accesses the market 


as the customer of an intermediary firm through DEA (i.e. under that intermediary’s 


trading rules/codes) rather than as a direct member of the market itself? 


CME Group supports allowing exchange clearing members to provide direct market access to 


their customers, provided that the clearing member has appropriately vetted the client and 


implemented appropriate risk management controls, including mandatory pre-trade credit 


control functionality provided by the exchange, and the client has satisfied the system 


conformance testing requirements of the exchange.  The U.S. futures industry has invested, and 


continues to invest, considerable time in developing best practices with respect to direct market 


access, and we encourage IOSCO to consider the body of work already completed, including 


the Futures Industry Association’s “Market Access Risk Management Recommendations” and 


the Professional Traders Group’s “Risk Controls for Trading Firms,” published in April and 


November 2010, respectively.       


Q3  What recommendations, if any, would you propose to strengthen the regulatory 


requirements around pre- and post-trade risk controls? In particular, what measures, if 


any, do you think regulators should introduce that relate specifically to the use of and 


risks posed by algorithmic trading and/or HFT? 


As discussed above, CME Group believes that effective risk management protocols are 


necessary at the trading firm, clearing firm and exchange levels, and the regulatory 


requirements must support that goal.  These different entities each have strong, independent 


pecuniary and reputational incentives to protect against market disruptions and, clearly, robust, 


multi-pronged risk management controls and supervisory procedures are critical elements in the 


collective effort to protect against such disruptions. This holistic approach offers the most robust 


protection to markets by engaging all levels of the supply chain in the commitment to preserving 


market integrity and eliminating the possibility that a single point of failure will cause significant 


harm to the market.   
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CME Group therefore encourages each jurisdiction to establish appropriately consistent, 


principles-based regulatory frameworks that effectively support the principles of sound 


supervisory and risk management protocols without creating unnecessarily onerous 


bureaucratic burdens or discouraging continued innovation. This is important, as at least from a 


U.S. futures-centric point of view, any analysis of the evolution of risk management in the 


electronic trading environment over the past five years would surely reveal, notwithstanding the 


considerable growth in messaging volumes and the increased speed of trading, tremendous 


progress in terms of risk management capabilities.  


Trading firms and clearing firms should have principles-based supervisory obligations that 


include the establishment of documented internal control procedures, including appropriate 


testing before automated systems are deployed in the production environment, as well as the 


implementation of risk management controls that are appropriate to the entity’s business and 


reasonably designed to protect against activity that could disrupt the market. Trading firms, for 


example, should be required to certify to their clearing firm the implementation of appropriate 


pre-trade controls such as order quantity limits, price sanity checks, messaging throttles and 


execution throttles, with the parameter ranges of these controls agreed to by the clearing firm.      


Market centers obviously also have a critical role to play in this regard as they are the last line of 


defense before orders interact with the market, and they too should be subject to principles-


based regulatory requirements that require robust conformance testing, clear trade adjustment 


or cancellation protocols and automated risk controls reasonably designed to protect the 


broader market from disruptive activity.  As referenced above, in addition to certain automated 


pre-trade risk management and volatility mitigation controls, CME Group also requires all 


clearing firms to employ CME Globex Credit Control functionality.  The credit control 


functionality provides automated pre-trade credit controls at the trading firm level without 


introducing additional order processing latency.  The credit limits for each trading firm are 


established by the clearing firm, subject to review by the Clearing House, and the functionality 


provides for automated early warning notifications as well as automated real-time actions that 


prevent the limits from being breached.   


With respect to whether regulators should attempt to promulgate rules that regulate the design 


of algorithmic or automated trading systems specifically, CME Group would argue that 


regulators are neither equipped to do so, nor would it be an efficient or effective use of 


regulatory resources to attempt to do so.  Regulators should instead focus on regulating 


conduct that is shown to be harmful to the market and, as discussed above, consider 


promulgation of principles-based supervisory and internal control standards that include 


appropriate testing before automated systems are deployed in the production environment.  


Q4  To what extent do you believe the use of trading control mechanisms such as 


circuit breakers and limit-up/limit-down systems by trading venues should be mandated? 


If you believe they should be mandated, should venue operators be permitted to design 


their own controls or should they be harmonised/coordinated across venues (including 


between interrelated instruments such as a derivative and its underlying)? 
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In our view, it is necessary to distinguish between large scale macro market events and single 


venue anomalies caused by transitory liquidity gaps or erroneous trades.  The regulatory tools 


that best address the problem of damaging market-wide price swings are different from those 


that are best suited for issues that are isolated to a single instrument on a particular market.   


 


In the equity market context, we believe fully coordinated and properly calibrated market-wide 


circuit breakers should be mandated to address those rare macro-market events that threaten 


the integrity of the market’s trading and clearing infrastructures and severely challenge investor 


confidence.  Today’s financial markets feature many products that are intricately related and 


users of these related products frequently trade multiple asset classes using carefully 


coordinated strategies.  This interconnectedness is why uncoordinated market halts have the 


potential to exacerbate rather than mitigate risk. 


 


CME Group is not supportive of single security trading halts that meaningfully interrupt price 


discovery as we believe such halts actually serve to undermine rather than promote liquidity 


during broadly volatile periods.  This can be illustrated by the example of imposing single stock 


trading halts, independent of market-wide circuit breakers, on ETFs that are based on equity 


indexes that also underlie other financial products including index futures, options on index 


futures, cash-index options and options on ETFs.  The events of May 6, 2010 clearly revealed 


the important linkages between markets and the unhelpful impacts on liquidity supply and 


demand when those linkages cannot be relied upon by market participants or otherwise break 


down as the result of uncoordinated actions across comparable markets.  Inconsistent treatment 


of the same beta exposure only serves to add stress to the market during periods of market 


turbulence.  


 


Additionally, in a large scale market event where single stock trading halts apply, it is possible to 


have scenarios where multiple constituent stocks in an index are halted without a market-wide 


circuit breaker being triggered.  In these circumstances, the individual stocks could be halted 


and opened on staggered timelines while the index ETFs, index futures and related options 


products continued to trade.  This disconnect would obviously create complexity and confusion 


as it relates to understanding the index calculation and the true value of the index at any 


particular point in time.  Market participants would be required to determine for themselves the 


relevance of the index values that are disseminated during the time period when various index-


component stocks have been halted.  The resulting inability to discover accurate prices and 


perform appropriate risk management would certainly impair liquidity provision in index-based 


products.  This, in turn, would serve to compound the problem by making it more difficult for the 


halted stocks to replenish liquidity.    


 


CME Group believes that transitory liquidity gaps occurring on a single market can be mitigated 


by simpler and less disruptive means.  An isolated issue on a single market should not result in 


halting the trading of that security on all markets and thereby undermine the ability of market 


participants to manage their exposure while the broader market continues to trade.  Rather, the 


best way to address single market anomalies is through market-by-market automated volatility 


mitigation and risk management functionalities.  These simple mechanisms can help minimize 


the potential for transitory liquidity gaps or error trades to occur in the first instance and can be 
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implemented in ways that are designed to minimize the risk of causing collateral distress to 


markets and market participants.  For example, markets can adopt: 


 


(1) automated dynamic price banding that prevents the entry of erroneously priced  


orders; 


 (2) automated order quantity limits that prevent the entry of “fat finger” order quantities; 


 (3) automated market and stop order protection points that mitigate the impact of market  


       or stop orders entered in illiquid conditions; and 


(4) automated volatility mitigation functionality that briefly pauses or limits trading to  


allow liquidity to be sourced; in today’s highly automated trading environments 


this pause can generally be calibrated in seconds.   


 


All of the functionalities identified above are currently used by CME Group as described below:   


 


Price Banding:  CME Globex subjects orders to price verification upon entry using a process 


referred to as price banding.  Price banding is designed to prevent the entry of orders at clearly 


erroneous prices, such as a bid at a limit price substantially above the market, thereby 


mitigating the potential for a market disruption.  For each futures product, CME Group 


establishes a Price Band Variation parameter which is a static value that is symmetrically 


applied to the upside for bids and the downside for offers relative to a reference price.  In the  


E-mini S&P 500 futures, for example, this parameter is currently set at 12 index points 


(approximately 1% of the current index value).  The reference price, referred to as the Banding 


Start Price, is a dynamically calculated value based on market information such as last trade 


price, best bid and offer price or the indicative opening price.   Orders entered at prices beyond 


the Price Band Variation parameter relative to the reference price are rejected by the Globex 


engine.  Price banding functionality for options on futures is similar to futures price banding 


except that the Banding Start Price may reference theoretical option prices based on 


established option pricing models in addition to last trade price.   Additionally the width of the 


option price bands may be either a static value for a particular option series or a dynamic value 


that adjusts based on the option’s delta or a delta-adjusted percentage of the option’s 


theoretical price. 


 


Protection Points:  CME Group employs functionality that applies a limit price (protection point) 


to each market order entered on the CME Globex platform and to each stop order entered 


without a limit price.  This functionality prevents orders from being filled at significantly aberrant 


price levels because of the absence of sufficient liquidity to satisfy the order at the time the 


market order is entered or the stop order is triggered.  The protection points for each product 


are generally defined as one half of the product’s “Non-Reviewable Range,” a value that is 


established in connection with the exchanges’ Trade Cancellations and Price Adjustments rule.  


The protection point is measured from the best bid price for sell market orders, the best offer 


price for buy market orders, and the stop trigger price for stop orders.   Any quantity on the 


order that is unfilled at the protection point level becomes a resting limit order at that price and 


creates the opportunity to source liquidity.  In the E-mini S&P 500 futures contract, for example, 


this parameter is set at 3 index points (approximately ¼ of 1% of the current index value.) 
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Order Quantity Protections:  Maximum order size protection is embedded Globex functionality 


that precludes the entry of an order into the trading engine if the order’s quantity exceeds a pre-


defined maximum quantity.  Orders entered for a quantity greater than the prescribed maximum 


quantity are rejected by the Globex engine.  This functionality helps to avoid market disruptions 


by preventing the entry of erroneous orders for quantities above the designated threshold.  In 


the E-mini S&P 500 futures contract, this parameter is set at 2,000 contracts. 


Stop Logic Functionality:  CME Group’s proprietary Stop Logic functionality serves to mitigate 


artificial and disruptive market spikes which can occur because of the continuous triggering, 


election and trading of stop orders in an illiquid market condition.  On CME Globex, if elected 


stop orders would result in execution prices that exceed pre-defined thresholds, the market 


automatically enters a reserve period for a prescribed number of seconds; the length of the 


pause ranges from 5 to 20 seconds and varies based on the characteristics of the product and 


time of day at which the stop logic event is triggered.  During the reserve period, new orders are 


accepted and an indicative price is published, but trades do not occur until the reserve period 


expires, thereby providing an opportunity for participants to respond to the demand for liquidity.  


If contra-side liquidity is not sourced during the initial reserve period, the price band will increase 


by another increment and a second iteration of the stop logic will commence.  This process will 


continue until liquidity is sourced or for up to a maximum of twelve iterations.  In the E-mini S&P 


futures, for example, the stop logic price parameter is 6 index points (approximately ½ of 1% of 


the current index value) and the time parameter is 5 seconds during regular trading hours and 


10 seconds outside of regular trading hours. 


Q5  To what extent do you believe market maker schemes offered by trading venues 


should be subject to mandatory minimum criteria? Should the criteria be determined by 


the trading venue alone? To what extent do you agree with the suggestion that the use of 


stub quotes should be prohibited? 


As a general principle, CME Group does not believe that market makers should be required by 


third parties to put their own capital at risk when it is unprofitable to do so.  Clearly, all trading 


firms should be expected to quote responsibly based upon their ability to manage the risks 


associated with the orders they place.  It would be extremely irresponsible for a high frequency 


trader, or any other trader, to continue to operate an algorithm under conditions in which it was 


not designed to operate or when the inputs to the algorithm are not reliable.  Doing so could 


potentially put the firm itself at risk and arguably subject the firm to regulatory exposure if their 


algorithm malfunctioned and created or exacerbated a disruption in the market. 


 


In CME Group’s view, the establishment of minimum quoting criteria should be a matter of an 


exchange’s business judgment rather than regulatory mandate.  Rules that would undermine a 


trading firm’s own risk management processes by creating mandatory affirmative trading 


obligations in highly volatile periods are misguided.  Assuming participants in fact complied with 


such obligations during a significant liquidity event, which they likely would not, this “cure” would 


simply lead to the depletion of market making capital and result in less liquid and more volatile 


markets.  Parties engaged in multi-market arbitrage activities that cannot rely on timely, 


accurate data or on trade certainty in one or more of those markets, cannot reasonably be 


expected to continue to provide liquidity.  Further, in order to mitigate the risk to capital and 
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reduce the potential for causing disruptions in the market, firms can be expected to have 


automated risk management protections built into their algorithmic code to prevent new orders 


from being entered or to liquidate outstanding positions if certain boundary conditions are 


identified that would potentially cause an algorithm to malfunction.   


 


Markets that choose to establish minimum quoting criteria in exchange for specified incentives 


should prohibit stub quoting practices as such quotes serve no economic purpose and can 


result in executions at grossly erroneous prices which undermine the market’s integrity.   


 


CME Group believes that effectively calibrated market-wide circuit breakers, coupled with 


automated volatility mitigation and risk management mechanisms and certainty regarding trade 


cancellation policies, are straightforward steps that will be much more impactful than mandated 


affirmative quoting obligations in encouraging liquidity providers to remain in the market during 


highly volatile periods.   


Q6  Do you have suggestions for improvements to regulators’ surveillance 


capabilities with respect to the markets and modern trading techniques? Please 


elaborate. 


One of the many benefits of electronic trading is the ability it affords regulators to capture audit 


trail data on a real-time basis at a very granular level.  As technology in financial markets has 


rapidly evolved and market participants have increasingly relied upon automated trading 


systems, order and market data messaging have grown substantially, surpassing 5 billion 


messages per month on CME Group markets.  CME Group’s self-regulatory group anticipated 


this growth in messaging and designed systems infrastructure and applications to efficiently 


capture the full-range and contextual-support dimensions of all electronic activity, including all 


elements of order messages, transactions and market data quotations, each with time stamps 


calibrated to the millisecond. This highly granular data also includes identifying elements such 


as the executing firm, user ID and account number for each trade and whether the user is 


employing an automated trading system. Additionally, tools to efficiently mine and aggregate 


that data with exceptional speed are available to all regulatory analysts and allow for the 


querying of real-time and historical data.  CME Group, as well as other U.S. futures exchanges 


and the CFTC, also have daily large trader reporting requirements which provide visibility into 


the outstanding positions of all traders with reportable positions.  This type of comprehensive 


audit trail data, as well as robust technology infrastructures and tools, are essential if regulators 


are to perform their responsibilities effectively and efficiently in the highly data intensive markets 


that operate today. 


Just as technology has been critical to advancements in trading and risk management, it has 


also been vital to advancements in regulatory surveillance capabilities, which like the trading 


have become increasingly sophisticated.  At CME Group, the Market Regulation Department 


employs sophisticated systems to profile markets and participants, to review and analyze 


participants’ order activity, trading and positions, generate live position and volume alerts based 


on absolute levels or on anomalous activity relative to historical profiles, and to identify 


transaction patterns and anomalies that may be indicative of misconduct.  These systems are 


used to monitor the activity of algorithmic and high frequency traders, as well as all other market 
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participants.  The systems contain detailed order and transaction data, quotation data, profile 


statistics of markets and market participants, analytical tools and a full suite of pattern detection 


capabilities, integrated with the market and participant profiles, that allow analysts to set 


variable parameters and establish differential priority rankings for specific pattern elements.  


This collection of data and regulatory systems provides analysts with tremendous flexibility in 


analyzing market activity, including the activity of algorithmic and high frequency traders, at the 


most granular level in order to identify activity that may be indicative of market misconduct or 


otherwise threaten the integrity of the markets.  


Continuous market surveillance and administration is also performed by CME Group’s Globex 


Control Center (“GCC”) and Globex Support Administration (“GSA”).  The GCC provides 24-


hour electronic market operations and customer service support for all trading on CME Globex.   


In addition to its responsibilities for the administration of the markets, the GCC handles all 


inquiries and requests for assistance, provides order status information to registered contacts, 


administers the Trade Cancellation and Price Adjustment policy, oversees price banding and 


maximum order quantity parameters, and cancels working orders at the customer’s direction in 


the event the customer is unable to do so.  The GCC is also responsible for trading halt 


management in emergencies and the execution of circuit breaker and price limit procedures. 


Dedicated GCC staff are also assigned to proactively monitor the markets on a real time basis, 


examining the origin and/or market impact of various anomalies such as volume or price spikes, 


stop logic events, unusual messaging, technical issues, and orders that are rejected by the 


engine for exceeding price banding or maximum order size parameters.  The objective of this 


monitoring is to mitigate risks to the proper functioning of the market.  The GCC refers potential 


regulatory issues to the regulatory team for investigation of potential rule violations. 


The GSA provides 24-hour technical support for Globex and seeks to ensure optimal system 


performance by proactively measuring client messaging activity and its impact on components 


of the electronic trading infrastructure.  GSA staff investigate and address alerts related to 


excessive transactions per second, anomalous latencies at the engine level, excessive logon 


attempts, malformed FIX messages, cancel on disconnect events and excessive rejected 


orders.  The GSA team also leads comprehensive performance testing of changes introduced to 


the Globex system infrastructure to ensure the reliability of the CME Globex platform. 


CME Group believes that strong regulatory capabilities are essential to promoting fair and 


orderly markets, free from manipulative, fraudulent or disruptive activity and it is imperative that 


regulators have the granular audit trail and reference data, as well as the technological tools 


and expertise, to effectively monitor trading in the type of high speed and high messaging 


trading environment that exists today.  Additionally, it is increasingly important that there be 


appropriate information sharing among regulators to ensure effective cross-venue surveillance. 
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Who should bear the cost of investing in such capabilities and the cost of operating and 


supervising the markets in order to ensure fairness among market participants? Please 


elaborate. 


In CME Group’s view, each different part of the supply chain needs to make appropriate 


investments in risk management and supervisory infrastructures that are commensurate with 


their responsibilities.  As discussed above, as a market operator, CME Group has made 


considerable investments in its regulatory and market supervision infrastructure and has 


continued to innovate in this regard as the markets and technology have evolved. Trading firms 


and clearing firms should likewise be required to adopt and implement effective supervisory 


systems appropriate to their businesses and clientele.  These supervisory systems necessarily 


involve expenditures for surveillance and risk management systems and related technology 


infrastructures.  Finally, federal regulators should also make the investments necessary to 


ensure they have the capabilities to fulfill their regulatory mandates. 


Q9  Do you think existing laws and rules on market abuse and disorderly trading 


cover computer generated orders and are relevant in today’s market environment? 


With respect to the U.S. futures markets, CME Group does not believe there is a need at this 


time to define additional practices as disruptive of fair and equitable trading.  The existing 


statutory authority in the U.S., which following changes arising from the Dodd-Frank Act, 


includes amended market manipulation rules and new rules regarding disruptive trading 


practices, complement the pre Dodd-Frank rule set and provides more than adequate authority 


to address market abuses and intentional or reckless conduct that is disruptive to the market, 


including conduct arising from automated trading systems.  Additionally, self-regulatory 


organizations already have rules that prohibit conduct inconsistent with just and equitable 


principles of trade, as well as numerous other rules that address disruptive or abusive trading 


practices, and are well equipped to surveil for and take enforcement action against parties who 


violate these rules. 


The most effective regulatory approach to policing market abuse and disorderly trading in our 


view is to employ a combination of principles-based standards of conduct, rules and regulatory 


guidance that collectively provide sufficient enforcement flexibility to address market abuses and 


disruptive activity, while simultaneously providing sufficient clarity to market participants 


regarding prohibited practices.  Overreliance on prescriptive regulatory standards can be 


counterproductive and provide opportunities for traders to engage in questionable practices that 


may not be in technical violation of detailed rules-based standards, and certain types of 


misconduct, such as that related to disorderly or disruptive trading, necessarily involves a case-


by-case evaluation of the context, including, for example, the market conditions and participant 


circumstances involved.  Regulatory bodies that are responsible for establishing and enforcing 


market integrity rules must strike the appropriate balance in this regard.   


Although a certain level of flexibility is necessary, it is also true that market participants require 


clarity with respect to their obligations and fairness and consistency with regard to the 


enforcement of rules.  Vague rules that lack sufficient clarity to enable market participants to 


understand what conduct is prohibited obviously are problematic and create the risk that 
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legitimate trading practices could be arbitrarily construed, post-hoc, to be unlawful.  For 


example, with respect to the CFTC’s new rules addressing disruptive practices, CME Group and 


many other market participants have urged the Commission to provide greater clarity to market 


participants regarding ambiguously defined prohibited trading practices such as “spoofing” and 


“disorderly trading on the close” in order not chill participation and undermine liquidity by 


creating regulatory uncertainty.  Therefore, to the extent that specific practices have been 


identified to violate existing standards, these practices should be clearly defined and 


communicated via appropriate regulatory guidance.     


Market participants, exchanges, and regulators have a shared interest in having market and 


regulatory infrastructures that promote fair, transparent and efficient markets and that mitigate 


exposure to risks that threaten the integrity and stability of markets. To the extent that an 


algorithmic trader or any other trader violates appropriately constructed regulations governing 


disruptive practices or manipulation, the responsible parties should be accountable and 


sanctioned appropriate to the egregiousness of the offense – either by the exchange on which 


the conduct occurred or by the applicable federal regulator.  There is, however, no justification 


for establishing unique standards in this regard for automated traders, as manipulative or 


disruptive practices can occur irrespective of the means of order entry.  As noted above, there 


must be an appropriate level of clarity with respect to the applicable rules in order that 


participants can avoid conduct that is unlawful.    


Q10  Are there any strategies employed by HFT firms that raise particular concerns? If 


so, how would you recommend that regulators address them? 


Market participants should never intentionally disrupt the market.  Where activity can be shown 


to have been undertaken for the purpose of upsetting the equilibrium of the market or for the 


purpose of creating a condition in which prices do not reflect fair market values, such activity 


undermines market integrity and should be actionable.  These principles are generally 


applicable and any market participant that runs afoul of them should be appropriately 


sanctioned.  HFT firms employ a variety of trading strategies, few of which are unique to HFT 


firms, and abusive practices that HFT firms might engage in can also broadly be engaged in by 


non-automated traders.  Therefore, regulators should focus on addressing the conduct that 


undermines market integrity rather than singling out the activities of a class of participants that 


employs a particular method of order entry.  


Conduct commonly referred to as “spoofing” or “quote stuffing” are examples of “strategies” that 


should be prohibited, although, again, neither of these are HFT-specific issues.  As mentioned 


earlier, however, it is important that regulators carefully distinguish legitimate from prohibited 


practices, and, for example, do not simply conflate high order cancellation rates with “spoofing” 


or high messaging rates with “quote stuffing.”  In CME Group’s view, spoofing involves a 


practice of entering non-bona fide orders with intent to cancel before execution for the purpose 


of misleading other market participants and exploiting that deception for the spoofing entity’s 


benefit.  The distinguishing characteristic between “spoofing” and legitimate order entry and 


cancellation is the intent to enter non-bona fide orders for the purpose of deception. In our view, 


“quote stuffing” involves the intentional entry of an excessive number of order messages for the 


purpose of effecting quote processing inefficiencies of a marketplace or other market 







15 


 


participants.  In both of these examples, CME Group believes that regulators should have the 


burden of demonstrating scienter in order to find a violation and that threshold also helps market 


participants to differentiate acceptable conduct from prohibited conduct. 


Q11  Should charges or fees be imposed on messages, cancellations or high order-to-


trade ratios? If so, how should the fees or charges be determined and on what basis? 


There is nothing that is inherently disruptive about high order to trade ratios or high messaging 


or cancellation rates.  The state of technology today allows sophisticated computer models to 


evaluate market conditions and diverse inputs in milliseconds or microseconds and 


consequently orders will be legitimately added, amended and cancelled with similar speed in 


response to changing conditions and inputs.  Additionally, given the number and diversity of 


participants and strategies, markets have become extremely dynamic and efficient.  Excessive 


messaging does have the potential to impair market efficiency by causing disruptive latencies 


that negatively impact other market participants, and CME Group believes that market centers 


should therefore have appropriate policies and mechanisms in place to manage messaging in a 


manner that ensures the operational efficiency of its markets.    


 


CME Group employs automated messaging controls at the connection level to the trading 


engine to mitigate these types of risks, as well as the risk of a malfunctioning algorithm.  If a 


connection exceeds the CME Group established message per second threshold over a rolling 


three-second window, subsequent messaging is rejected by the trading engine until the average 


message per second rate falls below the threshold.   


 


CME Group additionally employs a CME Globex Messaging Policy that is broadly designed to 


encourage responsible messaging practices and ensure that the trading system maintains the 


responsiveness and reliability that supports efficient trading.  Under this policy, CME Group 


establishes messaging benchmarks based on a per-product volume ratio which measures the 


number of messages submitted to the volume executed in a given product.  These benchmarks 


are tailored to the liquidity profile of the contract to ensure that contract liquidity is not 


compromised.  CME Group works with firms who exceed the benchmarks to refine their 


messaging practices and failure to correct excessive messaging results in a surcharge billed to 


the clearing firm.  


 


Inappropriately taxing order cancellations would prove counterproductive and harm liquidity and 


market stability.  Every order entered into the market represents liquidity, albeit of varying 


quality depending on where in the book it is entered, because all orders are available to be 


executed against for as long as they remain in the order book.  If order cancellations are taxed, 


participants will most likely reduce their quoting away from the best bid or offer as those bids 


and offers are less marketable at the time they are entered; the impact will be less depth deeper 


in the order book.  When there is significant market volatility, liquidity deeper in the book is 


important to maintaining stability because in an electronic environment liquidity can be 


consumed exceptionally rapidly and deeper bids can quickly become the best bids.  If those 


bids are not present as a result of artificial disincentives to quoting, volatility will be exacerbated.    
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Q12  Should market operators be required to make their co-location services available 


on a fair and non-discriminatory basis? 


CME Group agrees that market operators should be required to make their co-location services 


available on a fair, transparent and non-discriminatory basis.  As the operator of a state-of-the-


art co-location facility that will come on-line in early 2012, CME Group’s guiding principle with 


respect to co-location services is that all CME Group exchange customers will be treated 


equitably.  CME Group’s co-location and proximity hosting services are available to all willing 


and qualified customers of CME Group markets in an equitable and fair manner.  


Q13  Should market operators be required to provide testing environments to enable 


participants in stress test their algorithms? If so, what kind of minimum requirements are 


reasonable? 


CME Group believes that it is of paramount importance that algorithms be properly tested prior 


to being deployed in production in order to mitigate potential risks both to the trading entity and 


to the broader market.  Market participants should be responsible for conducting appropriate 


testing of their trading algorithms, as participants routinely do today in their own, often 


sophisticated, testing environments using historical data to test the performance of particular 


strategies against a wide range of market conditions.   Participants may capture and store data 


in-house for these purposes or rely on vendors who compile and can replay data feeds from 


exchanges around the world, thereby allowing market participants to back test their algorithms 


across multiple venues or against a variety of particular market conditions, including, for 


example, high volatility environments or sudden liquidity crises.  Exchanges also commonly 


make their own historical data available.      


Market operators should be responsible for providing conformance testing functionality to users 


of their markets to ensure that the trading systems connecting to the trading host will not 


adversely impact the connecting client or the market.  CME Group currently offers two such 


testing environments to its users - the “certification” and “new release” environments.  


Customers use the CME Group certification environment, which mirrors the production 


environment, to perform certification testing for CME Globex core functionality, maintenance 


testing and development testing for new customer system features.  Customers use the new 


release environment to test new CME Globex products and releases prior to production.  Both 


the certification and new release environments are connected to their own clearing testing 


environments. This allows customers, who have clearing setup in the production environment, 


to perform end-to-end testing by submitting and executing orders from their front-end systems 


and receiving the corresponding clearing trade reports on their back-end systems in conditions 


similar to production. 


Q14  To what extent do you have other comments related to the risks to market 


integrity and efficiency raised by the issues in this report? 


 


Algorithmic and high frequency trading have developed in response to market structure 


evolution and technological advances that will not be reversed.  These traders unequivocally 


play an important and productive role in today’s markets, and the risks to market integrity and 
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stability associated with automated and high speed trading are substantially mitigated when 


such activities are properly supported by the types of testing and supervision protocols, pre-


trade and post-trade risk controls, and exchange volatility mitigation tools detailed above.  


Automated traders and their clearing firms should be required to implement appropriate risk 


management and supervisory compliance structures that are tailored to the nature of their 


business, and exchanges should be required to adopt appropriate automated risk management 


mechanisms to mitigate the unique risks associated with operating very fast electronic markets.   


 


The evidence to date strongly suggests that algorithmic and high frequency trading increase 


liquidity and transparency in the marketplace and narrow spreads, reducing participants’ 


transaction costs, in addition to providing myriad operational and market efficiencies.  Thus, 


before recommending restrictions on these activities, careful consideration should be given to 


the important beneficial role played by these traders and to the impact of any recommendations 


on the liquidity and efficiency of the market.   


 


* * * * 


 


We appreciate the opportunity to comment on the Plan and urge IOSCO to take into account 


our comments and those provided by other market participants.  We are happy to discuss any 


questions concerning the comments contained in this letter and are otherwise available to assist 


IOSCO in its efforts to enhance the stability and integrity of the markets.   


 


Please feel free to contact me at (312) 435-3687 or via email at Bryan.Durkin@cmegroup.com, 


or Dean Payton, Deputy Chief Regulatory Officer, at (312) 435-3658 or 


Dean.Payton@cmegroup.com. 


         


Sincerely,      


                                               


                                            Bryan T. Durkin 



mailto:Bryan.Durkin@cmegroup.com

mailto:Dean.Payton@cmegroup.com






 
 
 
 
 
12 August, 2011
 
Mr. Werner Bijkerk
International Organization of Securities Commissions (IOSCO)
Calle Oquendo 12
28006 Madrid
Spain
 
Subject:   Public Comment on Consultation Report: Regulatory Issues Raised by the Impact of 
Technological Changes on Market Integrity and Efficiency
 
Thank you for the opportunity to comment on the IOSCO Technical Committee’s Consultation 
Report, "Regulatory Issues Raised by the Impact of Technological Changes on Market Integrity and 
Efficiency" ("Report").  The Report asks for public comment on the effect of technology, and of certain 
business models enabled by technology, on securities markets.  The Report includes a particularly 
thoughtful discussion of so-called "high frequency trading" ("HFT") firms and business models.  My letter 
will address those firms and business models.
 
As the Report notes, the U.S. Securities and Exchange Commission published a concept release on the 
structure of U.S. equity markets in January, 2010.  In April, 2010, I submitted a comment letter on the 
concept release (http://www.sec.gov/comments/s7-02-10/s70210-107.htm).  In that letter I discussed 
several facets of modern U.S. equity markets that deserved reform.  My comment letter described factors 
responsible for increasing market volatility in recent years and also described ways in which long-term, 
fundamental investors were being disadvantaged by HFT firms, in some cases aided by the for-profit 
exchanges themselves.
 
In the letter I first described how U.S. market centers in the last 10 years had engineered "the 
replacement of formal and regulated intermediaries with informal and unregulated intermediaries" creating 
a "HFT-dominated market structure and business model that functionally replaced that of the 20th century 
exchanges."   I noted that "HFT firms invested in ECNs and exchanges, sat on their boards, and held 
considerable influence over their design and operation," and took particular note of "an exchange that 
sells real-time data to high frequency trading firms telling those firms exactly where hidden interest rests 
and in what direction."
 
Going further, I reported that "A HFT market making firm does not need to register as a market maker 
on any exchange" and that "market centers pay these firms for supplying liquidity and the liquidity they 
supply becomes part of the market center business models. " Even registered market makers "have 
little or none of the regulatory oversight" they used to have, and "do not have any meaningful restriction 
on moving the market, they have no meaningful capital adequacy standards, no obligation to yield 
to customer orders, no meaningful obligation to maintain competitive quotes, no dealer position 
monitoring, nothing."  In consequence, "firms are free to trade as aggressively or passively as they like 
or to disappear from the market altogether," and when markets face liquidity demands their behavior 
can "increase spreads and price volatility and savage investor confidence." But that, importantly, "They 
still get valuable privileges if they register as market makers, and they promise in return to merely post 
any quote, and a penny bid can count as a valid quote."
 
To the main policy point itself, whether HFT firms are the simple liquidity providers they claim to be, 
I wrote that despite what they might claim, HFT firms add liquidity only when it suits them, and that 
they cartwheel from supplying liquidity to demanding it when they spot trading opportunities or need to 
rebalance inventory, and that these trading practices exacerbated price volatility and directly contributed 
to the exceptional volatility of recent years.
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Subsequent events soon illustrated all of these central points.
 
The Flash Crash
 
On May 6, 2010, U.S. markets suffered what’s become known as the Flash Crash.  Equity markets lost 
$1 trillion in about 15 minutes, and hundreds of stocks and ETFs traded at penny bids.  A significant 
contributing cause of the Flash Crash was that after partly absorbing a large seller’s position, HFT firms 
aggressively unloaded inventory in a cascading fratricide now sometimes called "hot potato" trading.  
After dumping inventory, many of these firms also then withdrew altogether from the market.  As I later 
wrote in an invited comment for the FT Trading Room on FT.com, HFT firms "do it because they can. It 
doesn't happen because of a computer malfunction. It happens because it is designed to happen. It is not 
a bug, it is a feature."
 
One week after the Flash Crash, the New Jersey-based brokerage firm and market structure 
critic Themis Trading published a ground-breaking white paper called "Exchanges and Data 
Feeds: Data Theft on Wall Street" (http://www.themistrading.com/article_files/0000/0555/5-11-
10_Data_Theft_On_Wall_Street_latest.pdf).  In their paper, Themis described information leakage in 
certain exchange proprietary order book data feeds, practices almost entirely unknown to institutional 
investors and the public.  As a consequence of the Themis paper, several market centers -- but not all - 
in Europe and the U.S. stopped some of their most egregious practices.  As for the preceding 10 years, 
when these feeds leaked trading details to HFT firms with impunity, regulators are unaccountably silent.
 
Several months after the Flash Crash, Andrei Kirilenko, the Chief Economist of the U.S. Commodity 
Futures Trading Commission, co-authored one of the most important empirical market microstructure 
studies yet published entitled "The Flash Crash:  The Impact of High Frequency Trading on an Electronic 
Market" (http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1686004).
 
Kirilenko and his co-authors concluded that "High Frequency Traders exhibit trading patterns inconsistent 
with the traditional definition of market making," directly contradicting long-standing HFT claims that 
they are nothing more than simple market makers or liquidity providers.  He went on, "Specifically, High 
Frequency Traders aggressively trade in the direction of price changes," contradicting HFT claims that 
they dampen volatility.  And more, "This activity comprises a large percentage of total trading volume, 
but does not result in a significant accumulation of inventory.  As a result, whether under normal market 
conditions or during periods of high volatility, High Frequency Traders are not willing to accumulate 
large positions or absorb large losses."  As for signaling behavior, that is, whether all of that HFT trading 
volume tells other traders anything useful at all, Kirilenko wrote, "Moreover, their contribution to higher 
trading volumes may be mistaken for liquidity by Fundamental Traders."
 
And to the heart of the matter, whether HFT firms are healthy for the market, the very policy point 
HFT firms and their academic and regulatory co-religionists cite as justification for a decade’s worth of 
deregulation in the U.S. - deregulation that enabled and empowered these firms - Kirilenko wrote "when 
rebalancing their positions, High Frequency Traders may compete for liquidity and amplify price volatility."  
He then points out that with inventory half-lives of about two minutes, HFT firms rebalance frequently 
throughout a trading day.
 
In stable markets, HFT firms do contribute liquidity and improve standard market quality metrics.  Several 
academics have published studies showing a gradual improvement in several of these metrics in recent 
years.  But their statistics are measured over months or years, and the disruptive and destabilizing trading 
practices of these firms are usually detectable only in episodes of transitory volatility, volatility which 
averages out in longer term studies.  As an example of this kind of statistical artifact, fatalities from a 
plane crash will not move national mortality statistics a jot, but that is no consolation to the many victims.
 
HFT firms today rely on four legs to extract rents from the marketplace.  As I wrote recently in a letter 
published in the Financial Times, these legs are privileged market access, privileged market data, 
destabilizing trading practices and deregulation.
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Privileged market access
 
Many exchanges today sell products and services which provide preferential access to their markets.  
These services include co-location, proprietary data feeds and data interfaces designed specifically for 
HFT firms, and price tiered high-speed network services.
 
The effect, as has been widely acknowledged, is to sell more broadly what was once available narrowly, 
that is, privileged access to a marketplace and to the time, place and information advantages of that 
access.  Advocates of these products -- most especially the for-profit exchanges selling these products 
and services and the HFT firms who take advantage of them -- claim they do little more than "level the 
playing field," and that co-location is just a modern variant of an old practice.
 
GETCO, one of the world’s largest high frequency firms, wrote last year that "Historically, professional 
market participants, market makers in particular, have wanted to be as close as possible to the center of 
price discovery...Co-location is simply the equivalent of the modem day trading floor... And exchanges 
grant co-location to anyone willing to pay for it, just as exchanges used to grant trading floor access to 
those willing to buy a badge or a seat."
 
In the U.S., market maker access to the "center of price discovery" once came with a variety of 
regulations, however.  Those regulations have been enthusiastically dismantled in the last decade in the 
U.S.  What’s left, as has been consistently the case for equity market deregulation in the U.S., is that 
many of the benefits of privileged access remain while many responsibilities were eliminated.
 
Co-location minimizes the time it takes for market information to travel from exchange matching engines 
to HFT firm trading algorithms, and, similarly, minimizes the time it takes for an order to travel from a 
trading algorithm to the exchange matching engine.  In other words, being closer to the center of price 
discovery gives a firm an information advantage because it gets market information faster than other 
firms, and it gives a firm a place or situational advantage because it takes less time for an order to arrive 
at the matching engine.  Co-located firms have discrete, identifiable and material advantages over other 
firms.  That these advantages are for sale to anyone does not level the playing field, it merely puts more 
professionals on high ground while the public sinks.
 
Because co-location offers material advantages, exchanges must not only offer it on fair and non-
discriminatory terms but regulators must define co-located firms as privileged participants, and determine 
what that privileged status implies for their markets.  Co-located firms deploying high frequency strategies 
of whatever kind should also be subject to certain reporting requirements and trading restraints, 
as discussed below.  Regulators must scrutinize co-location terms and any bundled services for 
discriminatory practices -- not just among those who buy them, but also for those who do not buy them - 
and these terms and services should be readily available for public scrutiny.
 
And regulators should consider whether pure price/time trade priorities any longer serve the public 
interest, particularly when for-profit exchanges enforce time priority rules and then explicitly charge for 
speed.  Regulators should consider whether different trade priorities or other market microstructure 
initiatives could better serve the public interest.
 
To illustrate this point, imagine that an exchange explicitly charged member firms fees based only on how 
far the firm was located from the exchange, so that a firm five miles away from the exchange paid one 
rate and a firm 10 yards away from the exchange paid a different rate.  Would anyone consider that in the 
public interest?  Now imagine an exchange that explicitly ranked orders in the book based on how far a 
firm was located from the exchange, so that an order from a firm five miles away from the exchange was 
ranked below an order from a firm 10 yards away.  Is that in the public interest?  In practical effect, this is 
exactly what co-location in the digital era accomplishes.
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Privileged market data
 
Research long ago demonstrated that the complete details of limit order books can be used to predict 
short term stock price movements. An order book feed gives you much more information than just price 
and size, such as you get with a consolidated quote. You get order and trade counts and order arrival 
rates, individual order volumes, and cancellation and replacement activity. You build models to predict 
whether individual orders contain hidden size. You reverse engineer the precise behavior and outputs of 
market center matching engines by submitting your own orders, and you vary order types and pore over 
the details you get back. If you take in order books from several market centers, you compare activity 
among them and build models around consolidated order book flows. With all of this raw and computed 
data and the capital to invest in technology, you can predict short term price movements very well, much 
better and faster than dealers could 10 years ago, even with their exclusive advantages of the time.
 
HFT firms point out that they do not have control over the order book and they do not have a first look at 
customer orders. The predictive power of today’s analytic models and the vast amount of data available 
today to feed those models have erased this distinction, however, particularly when combined with the 
advantages of co-location. A first look at customer orders does not matter if you can use high-speed 
proprietary order book feeds to predict incoming orders to any profitable degree of accuracy, and if 
you can act faster than anyone so foolish as to rely on slower national utility data feeds.  Last year, JP 
Morgan wrote quite matter-of-factly, "Some exchanges have products which give clients a faster look at 
quotes, in exchange for a fee.  As a result, some HFTs end up with access to information sooner than 
institutional or retail investors who rely on more standard venues..." This is a very clear statement of the 
fact of a two-tiered marketplace, where information advantages are baldly for sale at premium prices.
 
In the spring and summer of 2010, the specific content of proprietary data feeds became a hot topic, 
largely because of Themis Trading’s bombshell white paper.  Their white paper described exactly how 
hidden trading interests were being leaked -- trading interests widely and reasonably assumed to be 
confidential.  In retrospect, it seems clear that the tension between the public utility functions of an 
exchange and the private profit-seeking functions of for-profit exchanges created winners and losers in a 
showdown over who got to see what.
 
That tension will never be resolved, so regulators must enable investors to protect themselves by opting 
out of order book feeds.  Published aggregated or consolidated quotes at a price should still be published, 
of course, but investors should be allowed to opt-out of data feeds that expose their individual orders and 
order activity, including order entry, updates, cancels and fills.
 
In the U.S., detailed order book information used to be restricted to highly-regulated intermediaries.  
These intermediaries were prohibited from trading ahead of customers, were restricted from demanding 
liquidity in most instances, and were held to fiduciary standards.  In other markets around the world, 
this kind of detailed order book information never used to be distributed at all.  Now, this data is for sale 
almost everywhere.  As an example of what happens today, a predatory HFT firm can follow the entire 
lifetime of any order, whether its own or anyone else’s, and in many cases predict what kind of entity 
submitted that order and what its strategy is.  JP Morgan wrote that one firm estimated "HFT tracking 
algorithms can drive execution costs up 1.5 to 3 times, even when institutional investors parcel trades into 
smaller orders to avoid detection."
 
Institutional investors try to protect themselves by trading in dark pools -- increasing market 
fragmentation.  Or they try to protect themselves by deploying their own counterforce algorithms.  Or 
regulators can simply enable investors to stop paying rents to HFTs by letting investors opt-out from 
proprietary order book data feeds.  One large institutional investor in the U.S. goes further, asking 
regulators to implement an opt-in standard, where exchanges must get investor permission before 
distributing any of their order-level activity (www.sec.gov/comments/s7-02-10/s70210-235.pdf).
 
Regulators must also insist that the complete details of these order book feeds are publicly disclosed, 
and that they are not changed without a reasonable chance for the public to weigh in.  In the U.S., order 
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book feed specifications should be embedded in SRO rules or even in National Market System plans, so 
that the public gets notice of impending changes and has a chance to comment.  As it stands now, an 
exchange could unilaterally decide to broadcast details of even customer reserve (iceberg) orders, and 
it’s not at all clear whether the exchange would be sanctioned.  How do we know that?  Something like it 
has already happened.
 
Destabilizing trading practices and deregulation
 
Regulators must abandon any notion that market making is passive.  This is an anachronism.  In the 
U.S., passive market makers were for the most part driven out of business by 2008.  Broadly speaking, 
while there are three distinct high frequency strategies, namely, market making, short term directional, 
and arbitrage strategies, any high frequency market making algorithm combines these strategies.  For 
example, market making algorithms include liquidity detection strategies just to function; many also 
include event-driven strategies and mean reversion strategies (this is likely one reason HFT firms have 
been repeatedly seen to demand liquidity at price reversals).  High frequency market makers active in 
ETFs combine market making and arbitrage strategies.  High frequency market makers in options and 
futures markets combine market making and cross-asset hedges and arbitrage.
 
In other words, HFT firms of all stripes are aggressive, profit-seeking traders.  As has been the case in 
the past with older intermediated market structures, if suitable data is made available we can be sure 
research will show HFT market making firms make money when they demand liquidity and that their 
liquidity demands are informative about short term price movements.  Early research already suggests 
it.  When they demand liquidity, HFT firms behave exactly like informed traders, and are not the passive, 
uninformed liquidity providers widely assumed about market intermediaries in the past.  In stable markets, 
where buy and sell liquidity demands are in rough equilibrium, classic models apply and market makers 
do supply liquidity to other informed traders, adjusting spreads and prices to reflect ebbs and flows, and 
price discovery is driven by other informed participants.  In volatile markets, however, market makers 
behave as if they are themselves, and are in competition with, informed traders, demanding liquidity to 
balance their inventory and control their risk, and driving price discovery.
 
Because HFT liquidity supply is frequently offered over time but their liquidity demands are concentrated 
to when their models alert, market makers cartwheel from seemingly passive, uninformed traders to 
aggressive, informed traders and drive significant price changes.  "Price discovery" in this sense, where 
intermediary liquidity demands drive prices along with or in competition with other informed traders, 
should change our ideas of how markets behave.  At least in the U.S., most ideas of how market makers 
operate were crafted in an era when intermediaries were, by rule, prohibited from unrestrained liquidity 
demands; in other words, these theories presumed regulation a priori, whether they knew it or not.  In the 
U.S., that era ended decisively in 2008.
 
Kirilenko’s paper shows how this all works in practice.  His is the only trade-by-trade, second-by-second 
analysis to look at the trading behavior and inventory management of high frequency firms in today’s 
markets.  His advantage in this analysis is that, as a regulator, he had much more detailed data than 
researchers usually see, most importantly data which precisely identified market participants.  What he 
found is deeply troubling, implying structural instability, crashes and liquidity crises large and small, toxic 
quotes and price discovery in the public markets, and the uncertainty of any order's likely effect on prices.  
His paper is therefore a decisive empirical justification for reforming how high frequency firms operate in 
today's markets.
 
Kirilenko’s main finding is that there's a tipping point in volatile markets when, in an instant, high 
frequency market makers stampede to rebalance their inventories, even cascading positions from firm 
to firm, while prices collapse.  In the Flash Crash itself, markets crashed when high frequency market 
makers hit internal inventory limits and unloaded onto the next market maker, which then hit limits and 
unloaded onto the next one, and so on, driving the market down by almost $1 trillion dollars in a few 
minutes.  Though Kirilenko studied e-mini trading in the futures market, the CFTC and SEC staff report on 
the Flash Crash showed the same behavior at work in the equities markets, doubtless from many of the 
same firms.
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A posted bid or offer has at least four dimensions. Beyond price and size, any resting bid or offer has a 
lifetime, and the inventory cycle or position resulting from any executed bid or offer has a lifetime. Even 
if it's at the best price, a bid or offer lasting a fraction of a second hasn't contributed to meaningful price 
discovery, and market makers use the latest technology to post and cancel thousands of bids and offers 
per second, even in the same stock. An executed bid or offer where the position is unwound quickly 
and aggressively isn't meaningful price discovery either; some equities high frequency market makers 
claim inventory lifetimes of as little as 11 seconds in their stocks. Market maker inventory cycles of a 
few seconds or minutes, enforced by aggressive trading as time or prices go against the firm, actively 
destabilize prices, especially so in already volatile markets, just as Kirilenko found in the Flash Crash.
 
It’s important to note that of a quote's four dimensions, in the U.S. only one dimension has materially 
improved in the last 10 years. Because of decimalization, automation and deregulation, quoted spreads 
have improved for liquid stocks in stable markets. But quote duration is down, time-in-inventory is down, 
and for many stocks quote size is flat or down. This is all because, to manage costs, high frequency 
market maker inventory cycles are engineered down to seconds, and these firms keep their capital 
commitments low.  Frenetic trading isn't a byproduct of their strategies -- it is the strategy.
 
HFT firms came to dominate with this business model because the business model itself is cheap relative 
to that of the more highly regulated intermediaries of the past, and because it's cheap HFT firms can post 
tighter spreads. It's cheap only because the HFT market maker’s liquidity is toxic. Its quotes are priced 
aggressively, showing tight spreads, but only for small quantities with very short lifetimes, with aggressive 
inventory management behind them to limit the firm's exposure. Firms fine-tune their risk models to make 
their inventory cycles as short as possible while preserving profits, lowering risk and costs. And since in 
the U.S. current regulations focus mainly on only one of a quote's four dimensions -- price -- if you're the 
best price, by rule everyone must do business with you, and you gain market share.
 
Any firms with longer term inventory models couldn't compete against these lower costs and tighter 
spreads, so over the last 10 years in the U.S. exchanges deregulated and became hosts for HFT market 
makers, even cloning themselves to make new hosts. Deregulated, toxic quotes flourished and crowded 
out more stable quotes. U.S. exchanges today are interchangeable because HFT firms determine market 
structure through their increasingly toxic quotes. Rather than a diverse ecosystem of market centers, 
with systemic resilience in that diversity, deregulated U.S. markets are inbreds relying on the same high 
frequency market maker firms trading the same toxic models.
 
At minimum, regulators must shed light on all of these business practices.  Any firm that co-locates inside 
an exchange should be presumed to be using HFT strategies and should be required to register with 
regulators.  That firm should be required to report inventory holding periods daily, by stock and in the 
aggregate, and for all of its activities across all venues in which it trades.  Any firm that buys proprietary 
data feeds from an exchange should have the same reporting requirements.
 
Regulators should require any firm deploying a market making strategy to register itself as a market 
maker. In jurisdictions which extend regulatory privileges to registered market makers, privileges which 
afford any kind of advantage to these firms, market makers should at least be subject to affirmative 
obligations to maintain genuinely competitive market quotes at all times. Market maker intraday positions 
should be reported to facilitate review. Most important, market makers must have standards for exactly 
when and how they can rebalance their inventories, and should be restrained from demanding liquidity if 
it accelerates the price trend.  At minimum, market makers should report to regulators when they supplied 
liquidity and when they demanded it, by security, across all venues, along with their realized spreads.
 
Regulators should also carefully evaluate order book trading priorities, particularly the role time priority 
plays.  In the U.S., time priority at a price stands behind many of the problems about which critics are 
worried.  As a simple reform, giving priority to agency orders ahead of principal orders (first ensuring 
that any firm deploying a market making strategy is treated as principal), and allocating interest to 
standing principal orders pro rata, might bring about much more desirable outcomes than today’s never-
ending chase for speed.  Very bluntly, price/time priority has lost legitimacy.  It lost legitimacy because 
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exchanges learned how to charge for it, and HFT firms simply pay the exchanges for infinitesimal time 
advantages over other participants.
 
 
Regulate them
 
Equity market reforms and deregulation in the last decade were for good reasons -- monopoly profits 
were flowing to intermediaries and exchanges, intermediaries were taking advantage of their customers, 
innovation was being strangled by entrenched interests -- and it was time for reform. As many of us 
hoped, new participants, technology and business models sprang up. Nobody wants to undo that 
progress. By analyzing trade and position data from the futures market, Kirilenko showed how a dominant 
class of these business models can be disruptive, and how these models can be destabilizing enough to 
create systemic risk as an inherent consequence of their design, just as reformers have said.
 
A basic function of any market is to produce a quote. Today’s HFT quotes are toxic, a hoax on equities 
markets. No one planned it. It happened as an unanticipated consequence of well-meaning reforms 
worldwide. There is no competitive solution to this problem within current regulations so long as quote 
price is a routing table's first regulatory imperative and matching engines rank only by price/time. 
Competition simply forces market centers to publish more and faster toxic quotes, as market power 
continues to shift from market centers to HFT firms, and HFT firms use that power to extract rents from 
investors.
 
Sincerely,
 
R.T. Leuchtkafer
New York, NY
USA
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Response from Securities & Exchange Commission Pakistan 
 
I am writing from the Securities & Exchange Commission Pakistan (SECP) in relation to 
the Public Comment on the Consultation Report titled “Regulatory Issues Raised by 
the Impact of Technological Changes on Market Integrity and Efficiency”. 
  
I would like to inform you that a number of concerns covered in the report are not directly 
relevant to our markets in Pakistan as they involve complex models and strategies, which 
are currently not practiced in Pakistan. Nonetheless, we have tried to respond to the 
questions posed to member jurisdictions in Chapter 5 of the report to the best of our 
knowledge and understanding. 
  
Q1 – The technological developments mentioned in the report are not presently practiced 
in Pakistan, however various other technological advancements such as automation of 
securities transfers at the Central Securities Depository and direct electronic access to 
trading avenues have created efficiency in trading and related activities and have helped in 
increasing market activity. 
  
Q2 – Normally proprietary trading firms are members of stock exchanges themselves in 
Pakistan and are required by regulators to register with them. Such firms should be 
required to adhere to regulatory requirements for market participants particularly relating to 
conflict of interest and prohibition of market abuse, as such firms also trade on behalf of 
clients. In general, all brokers are allowed to trade in proprietary accounts in Pakistan. 
  
If such firms are not members of stock exchanges and are clients of an intermediary, they 
don’t need to register separately with the regulator, as they are not required to adhere to 
regulatory requirements pertaining directly to an intermediary.  
  
Q3 – With reference to HFT and algorithmic trading, the regulators should have proper 
audit trail to trace back the origination of transactions and to identify the cause of market 
disruptions should they occur. In relation to pre-trade risk controls, regulators need to put 
in place requirements which ensure transparency of trading strategies. Such requirements 
and restrictions may be system based to limit the undue exposure of such trading strategies. 
Further, one of the main risks that regulators would need to focus on and monitor is that 
HFT should not lead to situations which can cause systemic risk through reducing 
competition amongst market participants due to trading in a low number of securities, thus 
eliminating competition and concentrating in a few well capitalized companies.  
  
Q4 – Circuit breakers should be mandated by regulators, in a way that balances the aspects 
that the securities prices are not swayed unusually nor such arrangements hamper the price 
discovery process of the market. Normally, circuit breakers are in place to limit the risk of 
excess volatility faced by market participants, but they should rather be more encompassing 
the overall market to regularize the market movement trend, rather than be based on 
individual securities. Further circuit breakers need to be well thought of so that the benefits 
associated with circuit breakers should outweigh the costs. Such controls should not be set 
specifically by the venue operators separately and should be part of an overall market risk 
management plan. In Pakistan downward circuit breakers of 5% are in place while upward 
circuit breakers of 7.5% are in place. 
  
Q5 – The rationale for having a market maker is to provide liquidity by reducing the bid/ 
offer spread and through consistent quotation of bids and offers. Unless there is a 







minimum criteria for such quotation of bids/ offers, the purpose for introducing market 
makers is defeated. Further, since the process involves excessive trading by a market maker, 
minimum financial conditions for the entity performing market making are also required to 
ensure it has the capacity to provide such services thereby reducing any occurrences of 
default. Considering that trading venues, i.e. exchanges, regulate the markets and oversee 
their risk management, they should determine the criteria, however through consultation 
with the market participants considering their stake in the process. 
  
The use of stub quotes should be prohibited or at least restricted to a certain extent to 
ensure that the market maker is required to perform its primary obligation of creating 
liquidity in the market. Otherwise, the use of stub quotes, if allowed may lead to decreased 
or no liquidity and in some cases even malpractices in the market. 
  
Q6 – Technological innovations have presented regulators with the task of analyzing new 
and complex trading patterns therefore regulators must be in a position to analyze trading 
patterns and classify their characteristics whcich could be done through the use of 
specialized staff that has knowledge of these techniques and who are able to develop the 
necessary regulatory tools themselves. The Regulators should have surveillance capabilities 
particularly in reference to pattern detection and to oversee and detect activities such as 
front-running and other manipulative practices. Such capabilities should include systems 
and techniques aimed at identifying and possibly re-playing the market activity to assess the 
suspected manipulative scheme and its likely implication. Regulators should also have in 
place systems. In addition to this, the surveillance capabilities for inter-market trading 
strategies should be implemented to oversee the complex trading strategies involving 
multiple markets and assets/products. Such investment costs should be borne by the 
regulators implementing such capabilities. 
  
Q7 – Settlement failures and irregularities may be attributed to a number of factors and 
causes. Firstly, a settlement failure can be caused by a computer failure or disruption, 
whereby automated systems may reject the instructions and impede the settlement 
completion by settlement date. Another cause of settlement failure is liquidity shortfall, 
such as in derivative markets where physical delivery is accorded. At times, the underlying 
asset may be short in liquidity to complete settlement. Similarly, in short-selling 
arrangements, if the short-seller has not managed to borrow the securities for delivery, it 
will cause a settlement failure.  
  
Other more specific reasons for settlement failure that vary across jurisdictions include the 
cost and penalties in case of settlement failure. It may be noted that if the cost of 
settlement failure is low compared to borrowing the assets/funds to accomplish the 
settlement, the defaulting party will have less incentive to take corrective measure to avoid 
such failure. Another settlement failure may arise due to trading strategies involving 
different assets and products, where the settlement cycle of those assets and products may 
differ. 
  
The regulators should make requirements and policies which bind the traders and market 
participants to manage their operational and liquidity risks effectively, for instance like 
banks. Moreover, the regulators should make the penalties stringent in case of securities 
settlement failure to prohibit traders who avoid the failure deliberately or otherwise. 
  
Q8 – Conflict of interest can be catered by elimination of such conflict or management of 
the same with the priority being given to customers. This should be in addition to proper 







and appropriate disclosure. Currently, the conflict management is limited to less 
preemptive measures like prohibition on firms from trading in proprietary accounts while 
trading for clients. However, a more effective control environment is inevitable in proper 
reduction and management of conflicts. Measures which can be adopted by regulators 
include clear and concise policies, adequate disclosure requirements and specific 
prohibitions and stringent penalties to counter the problems associated with conflict of 
interest. 
  
Q9 – Normally in our jurisdiction, computer generated orders are not common due to lack 
of complex trading strategies, however, the stock exchange trading systems allow for 
various types of orders with different characteristics. 
  
Q10 – Complex trading strategies are not commonly used in Pakistan, however we feel that 
market making strategies employed by HFT firms are a particular concern as it could lead 
to liquidity being provided to only a few stocks and in the process eliminating competition 
thus posing a problem to the integrity of the market.  
  
Q11 – The Regulators should monitor closely the traders who have high order-to-trade 
frequency and may impose charges if frequency is high of such trades. 
  
Q12 – Co-location services are provided by market participants in Pakistan, but due to lack 
of use of complex trading strategies don’t make any particular difference in information 
requirement by various trading system operators. However market operators should be 
required to make their co-location services fair and non-discriminatory and regulators must 
be able to take effective action against market participants who abuse the low latency they 
obtain for manipulative purposes. 
  
Q13 – It seems plausible that market operators should provide testing environments to 
participants, and it would enhance their capability of assessing their overall risk under 
extreme market circumstances. Market participants must sufficiently test the algorithms 
and the trading strategies which they plan to implement, so that the functioning of an 
algorithm can be evaluated in a wide variety of situations. The minimum requirements 
should include a variety of scenarios ranging from worst variable movements to testing for 
black swan events which would lower the probability of systemic risk. Moreover, 
participants should be required to stress test their algorithms at least annually to assess their 
risk in changing circumstances. 
  
Q14 – As conceived from the definitions of market integrity and market efficiency 
definitions given by IOSCO on page 8 of the report, it should be noted that short-term 
investors or high frequency traders may help in enhancing liquidity and price discovery 
process and in turn help to foster market efficiency, but there should be stronger policies 
and rules in place by regulators to prohibit such traders from negatively affecting market 
integrity, which normally is tied to long term investment and capital formation. These 
innovative trading strategies as described in the report have further increased the 
dependence of financial markets on technology. Trading strategies concern the actual 
behaviour of the market participants using these strategies. In so far as participants are 
using legitimate strategies, they should be treated exactly like other market participants. If 
the strategies are not legitimate and involve market abuse, action needs to be taken. In 
itself, such strategies cannot be considered to lead to market abuse.  The regulators role 
should not be to prescribe the speed or time horizon with which trades can be executed, or 







to prevent market participants from realising the legitimate profits that result from their 
investment in technology. 
  
  
I hope our comments prove beneficial to you. In case of any queries on the above kindly 
let me know. 
  
Best regards, 
  
Salman Hayat 
Junior Executive 
Strategy, Development 
& External Relations Department 
Securities & Exchange Commission Pakistan 


 

















 


 


To:  Mr. Werner Bijkerk, IOSCO Secretariat 


From:  Robert Rosenfeld, CFTC Office of International Affairs 


Subject: Consultation on Regulatory Issues Raised by the Impact of Technological   


  Changes on Market Integrity and Efficiency 


 
August 2, 2011 


  


 


 


The following responses to the IOSCO Consultation on  Regulatory Issues Raised by the Impact 


of Technological Changes on Market Integrity and Efficiency are submitted by the Office of 


International Affairs (OIA) of the Commodity Futures Trading Commission CFTC), and reflect 
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Q1 What impact have the technological developments in the markets in recent years had on 


your own trading? Has it encouraged, discouraged or had no impact on your willingness to 


participate on the lit markets, and how does this differ between asset classes and/or 


instruments?  
  


There have been a few major developments in financial markets in recent years that warrant 


discussion. The first of which is the migration of trading from stock exchange floors and the pits 


of the futures markets to electronic trading platforms. It is widely believed that electronic trading 


has allowed a broader set of parties to participate in financial markets and therefore fostered 


increased competition. It has been observed that transactions costs have decreased relative to the 


days of floor trading.  


  


After the implementation of electronic trading platforms came the advent and popularization of 


algorithmic trading and high frequency trading. Algorithmic trading and high frequency have 


automated much of the trading that takes place in financial markets. Research has shown that 


these traders has a predominately beneficial impact on markets, providing liquidity and 


conducting cross market arbitrage to enforce price relationships.  


  


However, both algorithmic and high frequency traders have contributed to periods of heightened 


price volatility, namely the Flash Crash of May 6
th


, 2010. According to the CFTC-SEC Joint 


Report Regarding the Market Events of May 6
th


, 


http://www.cftc.gov/ucm/groups/public/@otherif/documents/ifdocs/staff-findings050610.pdf ,  


the Flash Crash was triggered by large selling program executed by a trading algorithm that 


submitted orders based primarily on trading volume in the market. Furthermore, the volatility 


observed on May 6
th


 may have been exacerbated by the activities of certain high frequency 



http://www.cftc.gov/ucm/groups/public/@otherif/documents/ifdocs/staff-findings050610.pdf





traders. This event, along with the recent financial crisis was believed to reduce investor 


confidence. 


  


Another relevant development is the increased use of dark pools. These venues allow traders 


with large orders to cross one another away from exchanges without pre trade transparency. As 


mentioned in the IOSCO report, this concept is nothing new has the “upstairs market” served a 


similar function during the days of floor trading; however, the increased use of dark pools may 


serve as evidence of the unwillingness of certain traders to participate in the lit markets. 


  


   
  


Q2 What are your views on the suggestion that proprietary trading firms (including HFT 


firms) that are not currently subject to registration/authorisation by a regulator should be 


required to obtain such a registration/authorisation? Are there specific regulatory 


requirements you believe such firms should face?  


  


  


No response. This is an area that remains under consideration. 


 


To what extent do your answers differ if the proprietary trading firm accesses the market 


as the customer of an intermediary firm through DEA (i.e. under that intermediary’s 


trading rules/codes) rather than as a direct member of the market itself? 


  


The proposed discontinuation of “naked access” was a strong start when considering 


Intermediated DEA. In this case, the burden should be on both the intermediary to ensure proper 


risk management and the soundness of their clients’ strategies as well as the client to test their 


own strategies.  


  


Q3 What recommendations, if any, would you propose to strengthen the regulatory 


requirements around pre- and post-trade risk controls? In particular, what measures, if 


any, do you think regulators should introduce that relate specifically to the use of and risks 


posed by algorithmic trading and/or HFT?  


  


As the speed of trading has increased dramatically in recent years, liquidity can evaporate and 


prices can now move drastically before human traders can even comprehend what happened. As 


evidenced by the market events of May 6
th


, 2010, cascades of market and stop loss orders can 


execute within milliseconds moving prices significantly. It has become apparent that the current 


structure of financial markets calls for both pre-trade and post-trade controls. CME group applies 


pre-trade controls in their markets including the CME Stop Logic Functionality in their E-mini 


S&P 500 futures contract. While we acknowledge the utility of these controls, further monitoring 


of the use of these controls is appropriate to ensure that they are configured optimally. 


 


Regarding post-trade controls, financial markets have become increasingly interconnected and 


system-wide trading halts/circuit breakers across both equity and equity derivatives markets 


should be seriously considered. 


 







Q4 To what extent do you believe the use of trading control mechanisms such as circuit 


breakers and limit-up/limit-down systems by trading venues should be mandated? If you 


believe they should be mandated, should venue operators be permitted to design their own 


controls or should they be harmonised/coordinated across venues (including between 


interrelated instruments such as a derivative and its underlying)?  


  


suggests that trading control mechanisms should be mandated in order to ensure the integrity of 


financial markets and bolster investor confidence. In certain markets, venue operators could be 


permitted to design their own controls. However, in systemically important markets such as 


equity, equity derivatives, and equity ETFs markets, trading control mechanisms should be 


harmonized. The Flash Crash of May 6
th


 again serves as an example of how volatility in one 


market could be transferred to other markets within a matter of seconds, even milliseconds. 


 


CFTC proposed rule 38.255 requires that a registered futures exchange have effective risk 


controls to reduce the potential risk of market disruptions and ensure orderly market conditions. 


Such controls would include market restrictions that pause or halt trading in market conditions 


prescribed by the futures exchange. If a contract is linked to, or a substitute form other contracts 


on the futures exchange or on other trading venues, such risk controls must, to the extent 


practicable, be coordinated with any similar controls placed on these other contracts. See 75 FR 


at 80584. See proposed rules at:  


http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2010-31458a.pdf 


 


 


Q5 To what extent do you believe market maker schemes offered by trading venues should 


be subject to mandatory minimum criteria? Should the criteria be determined by the 


trading venue alone? To what extent do you agree with the suggestion that the use of stub 


quotes should be prohibited?  


  


Regulators and trading venues should coordinate efforts in order to appropriately regulate market 


makers. Stub quotes were a clear contributor to the volatility observed in the equity markets on 


the day of the Flash Crash allowing trades in individual equities to be transacted at prices as low 


as penny or as high as $100,000.  Some staff believe that the distance from prevailing market 


prices that they are allowed be submitted at should be greatly reduced. 


  


The more serious question regarding market making is how to provide incentives to market 


makers so that they can provide liquidity during periods of market stress. On May 6
th


, many of 


these traders withdrew from markets and liquidity disappeared, further exacerbating the Flash 


Crash. Several proposals have been made and implemented by exchanges including make/take 


rebates and peak load pricing. 


 


Q6 Do you have suggestions for improvements to regulators’ surveillance capabilities with 


respect to the markets and modern trading techniques? Please elaborate.  


 


In general: 


 There is a need to adapt to a constantly evolving financial marketplace and to have adequate 


funding to invest in technological infrastructure. The CFTC has proposed revised rules and 



http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2010-31458a.pdf





amended guidance, which would apply to the designation and operation of futures markets.   


Many of the proposed enhancements reflect changes that respond to technological developments, 


such as the need for real-time monitoring and risk-controls for trading.   Although the rules are 


proposed and therefore subject to modification, the proposals illustrate responses to 


technological change.  See proposed rules at:  


http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2010-31458a.pdf 


 


With respect to co-location: 
To the extent that regulators can monitor co-location, the CFTC is currently working on 


establishing rules and regulations to ensure that Designated Contract Markets (“DCMs”) and 


Exempt Commercial Markets (“ECMs”) that list Significant Price Discovery Contracts 


(“SPDCs”) offer co-location services on an equal access basis.  See Co-Location/Proximity 


Hosting Services Proposed Rulemaking, 75 FR 33198 (June 11, 2010).  


http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2010-13613a.pdf 


 


The proposed regulations also would require that fees for such co-location services are equitable, 


uniform and non-discriminatory.  The proposed regulations would additionally require that 


DCMs and ECMs with SPDCs (“exchanges”) that offer co-location services have or be able to 


obtain all necessary information about any third-party service providers to meet the exchanges’ 


self-regulatory obligations and would ensure that information about latency within a co-location 


system is transparent and available to market participants.  


 


The purpose of establishing rules, such as those explained above, is to assist the Commission in 


overseeing the co-location aspect of modern trading.  Additionally, providing transparency and 


fair access to such co-location services will help address some of the issues raised in the report 


such as distortion of competition and reduced fairness and integrity. 


 


Who should bear the cost of investing in such capabilities and the cost of operating and 


supervising the markets in order to ensure fairness among market participants? Please 


elaborate. 


  


Both regulators and trading venues have incentives to be able to effectively operate and 


supervise markets in order to ensure fairness among market participants and market integrity. As 


exchanges have demutualized and become for-profit entities, they have an incentive to ensure 


market integrity and fairness in order to attract a broader set of participants and increased trading 


activity at their venues. Supervisory capabilities are very important to regulators in order to carry 


out their mission to ensure the integrity and fairness of financial markets. Accordingly, both 


trading venues and the regulators should both bear the costs of operating and supervising 


financial markets. 


 


 


Q7 What do you perceive as the major causes of settlement indiscipline and settlement 


failures? What steps, if any, do you believe regulators should take to address these causes?  


   


No response. 


 



http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2010-31458a.pdf

http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2010-13613a.pdf





 


Q8 Have the appropriate steps been taken to limit or manage conflicts of interest that arise 


where an investment firm simultaneously conducts client-serving activities and proprietary 


trading or a trading participant is also a shareholder in a venue on which it trades? If you 


believe conflicts management is inadequate, please explain how this manifests itself and any 


recommendation you have for how conflicts management could be improved.  


  


Historically, there have been a controls implemented by regulators to address client 


serving/proprietary trading.  As a result, firms utilize “Chinese Walls” to prevent flows of 


information that would result in conflicts of interest. Of course, these regulations are violated by 


firms in practice. However, in the cases that they are identified, regulators deal firmly with the 


violators.  


  


There hasn’t been as much clarity regarding conflicts of interest involving trading participants 


that are shareholders of a trading venue they trade on.  


 


Q9 Do you think existing laws and rules on market abuse and disorderly trading cover 


computer generated orders and are relevant in today’s market environment?  


  


With the advent of algorithmic trading, stakeholders have raised concerns about trading practices 


such as “spoofing”, “quote stuffing”, and “momentum ignition” possibly employed by these 


traders. As a result, the CFTC, has been working on rulemaking for anti-disruptive trading 


practices as mandated by the Dodd-Frank Act.  See proposed interpretative guidance on anti-


disruptive practices at: 


http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2011-6398a.pdf 


 


In addition, CFTC staff is conducting research in order to review these concerns.  


 


The CFTC has also promulgated a new anti-fraud and anti-manipulation rule, modeled on the 


Securities and Exchange Commission Rule 10b-5.  The CFTC rule broadly prohibits 


manipulative and deceptive devices and contrivances, employed intentionally or recklessly, 


regardless of whether the conduct in question was intended to create an artificial price.  


See final rule at http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2011-


17549a.pdf 


 


 


 


Q10 Are there any strategies employed by HFT firms that raise particular concerns? If so, 


how would you recommend that regulators address them?  


  


As previously mentioned, the possibility of these strategies employing disruptive trading 


strategies such as “quote stuffing”, “spoofing”, and “momentum ignition” are of concern as they 


could potentially dislocated financial markets. Furthermore while much the extant academic 


research regarding HFT firms has shown that their presence has been beneficial to markets, the 


CFTC-SEC joint report on the events of May 6 showed that high frequency traders exacerbated 


the volatility observed on that day. 



http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2011-6398a.pdf

http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2011-17549a.pdf

http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2011-17549a.pdf





 


Q11 Should charges or fees be imposed on messages, cancellations or high order-to-trade 


ratios? If so, how should the fees or charges be determined and on what basis?  


  


Staff believes that trading venues should consider discouraging excessive cancellation activity. 


However, staff has not ascertained which approach would be optimal. Fees being imposed on 


messages, cancellations, and high order-to-trade ratios are all alternatives to address this issues. 


However, the specific configuration of these fees schedule should be assessed on a market by 


market basis in order to fit the underlying market structure. 


  


Q12 Should market operators be required to make their co-location services available on a 


fair and non-discriminatory basis?  


 


Yes.  The Commission has proposed regulations that would require designated contract markets 


(DCMs)  and exempt commercial markets (ECMs) with significant price discovery contracts 


(SPDCs) that offer co-location services to offer such services on an equal access basis and for 


any fees for such services to be charged on an equitable, uniform and non-discriminatory basis. 


See Question 6. 


 


Q13 Should market operators be required to provide testing environments to enable 


participants in stress test their algorithms? If so, what kind of minimum requirements are 


reasonable?  


  


Although not required, some trading venues have provided trading firms with development 


environments to test their strategies. These have proven to be beneficial for both trading venues 


and trading firms. Trading firms have useful resources to test their strategies and the trading 


venues have peace of mind that firms are testing their strategies with realistic market conditions. 


While development environments provided by market operators would be helpful the burden of 


adequate testing and safeguarding, the burden should also be with the firms to ensure proper 


testing and development. This is a very important issue as automated trading strategies have 


indeed malfunctioned, causing market disruptions in the past. These occurrences may have been 


prevent with more robust testing by the firms operating the strategies. 


 


Q14 To what extent do you have other comments related to the risks to market integrity 


and efficiency raised by the issues in this report? 


No other comments. 
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August 16, 2011      


BY ELECTRONIC MAIL  
 
Mr. Werner Bijkerk 
International Organization of Securities Commissions (IOSCO) 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
 Re: Public Comment on Consultation Report: Regulatory Issues Raised by the Impact  
  of Technological Changes on Market Integrity and Efficiency  
 
Dear Mr. Bijkerk: 
 
 The Securities Industry and Financial Markets Association (“SIFMA”)1 welcomes the 
opportunity to comment on the Consultation Report regarding Regulatory Issues Raised by the 
Impact of Technological Changes on Market Integrity and Efficiency of the Technical 
Committee (the “Committee”) of the International Organization of Securities Commissions 
(“IOSCO”).2  We appreciate the timeliness of the Committee’s review of issues raised by the 
impact of technological changes on market integrity and efficiency, and are pleased to comment 
on the 14 questions set forth in the Report.  In this regard, in response to various market structure 
rule proposals and concept releases published by the U.S. Securities and Exchange Commission 
(the “SEC”), SIFMA has commented on many of the same, or similar, issues, and has included 
copies of those letters for your reference.3        


                                                 
1  SIFMA brings together the shared interests of hundreds of securities firms, banks and asset managers.  
SIFMA’s mission is to support a strong financial industry, investor opportunity, capital formation, job creation and 
economic growth, while building trust and confidence in the financial markets.  SIFMA, with offices in New York 
and Washington, DC, is the U.S. regional member of the Global Financial Markets Association (“GFMA”).  For 
more information, visit www.sifma.org.  
 
2  Regulatory Issues Raised by the Impact of Technological Changes on Market Integrity and Efficiency, 
Consultation Report, Technical Committee of the IOSCO (July 2011) (the “Report”), available at 
http://www.iosco.org/library/pubdocs/pdf/IOSCOPD354.pdf. 
 
3  In particular, in response to requests for comment by the SEC, SIFMA has commented on a number of 
issues that address the 14 questions set forth in the Report.  See Letter from Ann Vlcek, Managing Director and 
Associate General Counsel, SIFMA, to Elizabeth Murphy, Secretary, SEC (Apr. 16, 2010) (SIFMA’s comments on 
the SEC’s proposal to adopt a rule requiring risk management tools for broker-dealers with market access);  







 
Mr. Werner Bijkerk 
August 16, 2011  
Page 2  


 
 


 
  


  
Technology has led to dramatic improvements in information processing and 


communications and facilitated the development of new trading strategies, such as high 
frequency trading (“HFT”).  We believe that these and other changes that have occurred in the 
markets cannot be universally characterized as favorable or unfavorable market developments.  
Rather, these technological developments are complex in nature.  On the one hand, they 
represent certain advancements for investors and the markets.  Yet, on the other hand, for 
regulators, these developments may present issues in terms of achieving certain stated goals.  
Hence, the challenge is to recognize and realize the benefits offered by these developments while 
working carefully to address any associated, valid regulatory concerns. 
  
 The Report also notes that IOSCO has been examining the role of HFT in the markets.  In 
this regard, when considering the various practices and tools often utilized in HFT, it is 
important to keep in mind that HFT is a type of trading, not a type of trader.  Not all market 
participants engage in HFT, and not all market participants that are generally categorized as 
“high frequency traders” actually employ HFT strategies.  Therefore, in order to achieve the 
objectives of the regulatory initiatives without unintended consequences, any regulatory 
initiatives designed to address HFT should be targeted to the type of activity, rather than to the 
type of market participant.  SIFMA also believes that HFT provides significant liquidity to all 
investors, including long-term investors.  It is estimated that HFT accounts for 50% or more of 
the volume in the U.S. equity markets.4  Hence, to the extent that HFT orders establish or 
supplement the national best bid and offer (the “NBBO”), they not only facilitate the trading 
objectives of HFT traders, but also serve as a reference point for executions by other market 
participants.  In addition, SIFMA believes that certain strategies associated with HFT that 
involve arbitrage of related financial instruments may help keep prices in line by identifying and 
capitalizing on disparities between such instruments in different markets.        
 


                                                                                                                                                             
Letter from Ann Vlcek, Managing Director and Associate General Counsel, SIFMA, to Elizabeth Murphy, 
Secretary, SEC (Apr. 29, 2010) (SIFMA’s comments on the SEC’s concept release on the market structure of the 
U.S. securities market) (“SIFMA Comments on Equity Market Structure Concept Release”); 
Letter from Ann Vlcek, Managing Director and Associate General Counsel, SIFMA, to Elizabeth Murphy, 
Secretary, SEC (June 25, 2010) (SIFMA’s comments on issues raised during the SEC’s Market Structure 
Roundtable); Letter from James T. McHale, Managing Director and Associate General Counsel, SIFMA, to 
Elizabeth Murphy, Secretary, SEC (Aug. 17, 2010) (SIFMA’s comments on the SEC’s proposal to established a 
consolidated audit trail”) (“SIFMA Comments on Consolidated Audit Trail”); Letter from Ann Vlcek, Managing 
Director and Associate General Counsel, SIFMA, to Elizabeth Murphy, Secretary, SEC (Mar. 21, 2011) (SIFMA’s 
comments on the recommendations of the Joint CFTC-SEC Advisory Committee on Emerging Regulatory Issues); 
Letter from Ann Vlcek, Managing Director and Associate General Counsel, SIFMA, to Elizabeth Murphy, 
Secretary, SEC (June 22, 2011) (SIFMA’s comments on the limit-up/limit-down proposal by various self-regulatory 
organizations (“SROs”)) (“SIFMA Comments on the Plan”).  Copies of each letter are attached as Exhibits A 
through F, respectively. 
 
4  See Concept Release on Equity Market Structure, Securities Exchange Act of 1934 (the “Exchange Act”) 
Rel. No. 61358 (Jan. 14, 2010), 75 Fed. Reg. 3594, 3606 (Jan. 21, 2010) (citing Jonathan Spicer and Herbert Lash, 
Who’s Afraid of High-Frequency Trading?, Reuters.com, December 2, 2009 (available at 
http://www.reuters.com/article/idUSN173583920091202)). 
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 However, as HFT has increased, issues have arisen regarding the fairness of HFT and 
whether such trading imposes an unreasonable amount of systemic risk on the equity markets.  As 
discussed below, SIFMA believes there is a need for more disclosure about HFT and related issues.5 
Such disclosure not only would provide market participants with more information related to 
important market practices, but also would facilitate the efforts of regulators to appropriately regulate 
the markets.  Similarly, we support the enhancement of risk controls related to market access, 
including HFT. 
 
 Our views on these and other issues are further described below in response to the 
questions asked in the Report. 


I. Specific Questions  


A. Question 1:  What impact have the technological developments in the 
markets in recent years had on your own trading?  Has it encouraged, 
discouraged or had no impact on your willingness to participate on the lit 
markets, and how does this differ between asset classes and/or instruments?  


 As described in our comments on the Committee’s report on issues raised by dark 
liquidity,6 we believe that technological developments have led to a number of benefits to the 
market.  As a general matter, these benefits to the market have increased the willingness of 
SIFMA members to participate in the market.  Notwithstanding general benefits to the market, 
certain changes have increased the challenges associated with executing orders, and large orders 
in particular.  For example, decimalization of the U.S. markets narrowed spreads, but also has 
resulted in reduced size of displayed quotations, making it more difficult to execute larger orders.  
This, in turn, has led to the increased use of algorithms to handle large orders and the need for 
undisplayed liquidity pools.  SIFMA believes that U.S. markets remain healthy, in part because 
of the availability of undisplayed liquidity.  For example, a recent working paper on the impact 
of dark pools on U.S. market quality concludes that “a higher amount of dark pool activity is 
associated with lower quoted and effective spreads, lower price impacts, and lower short-term 
volatility.  In other words, more dark pool activity is generally associated with higher market 
quality.”7  
  


The conclusions of this research are borne out by our experience in the U.S. markets, 
such as the prevalence of very narrow spreads in national market stocks, indicating that effective 
and efficient price discovery is occurring in the public markets, as well as reduced transaction 
                                                 
5  While SIFMA supports enhanced disclosure about HFT and related issues, SIFMA does not support 
disclosure which may be harmful to or otherwise disadvantage participants or the market, such as disclosing the 
identity of HFT traders or strategies to the general public.   
 
6  See Letter from Christian Krohn, Managing Director, Association for Financial Markets in Europe & Ann 
Vlcek, Managing Director, SIFMA, to Werner Bijkerk, Senior Policy Advisor, IOSCO (Feb. 1, 2011).  A copy of 
the letter is enclosed as Exhibit G. 
 
7  See Sabrina Buti, Barbara Rindi and Ingrid M. Werner, Diving into Dark Pools, Fisher College of Business 
Working Paper, available at http://fisher.osu.edu/supplements/10/9860/201010.pdf. 
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costs, faster execution speeds, ample liquidity and more opportunities for price/size 
improvement.  In addition, by protecting the top of book of U.S. trading centers, the SEC’s Order 
Protection Rule (Regulation NMS Rule 611), which prohibits trade-throughs, is an effective 
supplement to the duty of best execution in policing execution quality.  Studies also indicate 
there have been improvements in depth of book display beyond the NBBO.8   


 
B. Question 2:  What are your views on the suggestion that proprietary trading 


firms (including HFT firms) that are not currently subject to 
registration/authorization by a regulator should be required to obtain such a 
registration/authorization?  Are there specific regulatory requirements you 
believe such firms should face?  To what extent do your answers differ if the 
proprietary trading firm accesses the market as the customer of an 
intermediary firm through DEA (i.e. under that intermediary’s trading 
rules/codes) rather than as a direct member of the market itself? 


 Proprietary trading firms that directly access exchanges should be regulated entities.  
However, if firms utilize the memberships of other regulated entities to access the markets, there 
is no reason for those firms to be directly regulated.  The firm providing the market access 
should maintain appropriate controls regarding the orders that it directs to the market.  As 
discussed more fully below, the SEC recently adopted Rule 15c3-5, which effectively bans direct 
market access by non-regulated entities. 


 In the U.S., market participants may access the markets directly or through 
intermediaries.  SIFMA believes that the ability of firms to select the best way in which to 
conduct their businesses is important to market liquidity and competition.  As mentioned above, 
the SEC recently adopted Rule 15c3-5, which requires broker-dealers that access or provide 
access to trade directly on an exchange or an alternative trading system (“ATS”) to implement 
risk management controls and supervisory procedures reasonably designed to manage the 
financial, regulatory, and other risks of this business activity.9  In particular, Rule 15c3-5 
requires broker-dealers that provide sponsored or direct market access10 to customers or other 
persons (as well as the broker-dealers that use market access to submit their own orders to an 


                                                 
8  See Angel, James J., Lawrence E. Harris, Chester S. Spatt, The Economics of Trading in the 21st Century 
(Feb. 23, 2010), 15, available at http://www.knight.com/newsRoom/.  See also Yossi Brandes and Ian Domowitz, 
Investment Technology Group, Inc., Alternative Trading Systems in Europe: Trading Performance by European 
Venues Post-MiFID (May 2010), available at http://www.itg.com/news_events/papers/ITG-Paper-
AlternativeTrading-051910F.pdf (concluding that European dark pools add value to their users by lowering 
transaction costs and reducing slippage). 
 
9  Certain requirements of the rule go into effect on November 30, 2011, including those pertaining to fixed 
income securities, while other requirements of the rule went into effect on July 14, 2011. 
 
10  As commonly understood, “direct market access” is where the customer’s orders flow through the broker-
dealer’s systems before passing into the markets.  Sponsored access is where “the customer’s orders flow directly 
into the markets without first passing through the broker-dealer’s systems.”  See Risk Management Controls for 
Brokers or Dealers with Market Access, Exchange Act. Rel. No. 63241 (Nov. 3, 2010), 75 Fed. Reg. 69792, 69793 
(Nov. 15, 2010).  
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exchange or ATS) to manage the financial, regulatory and other risks of providing such access to 
exchanges and ATSs.  This requirement effectively bans “naked access” in the U.S., an 
arrangement which allowed market participants to enter trades using a broker-dealer’s access to 
an exchange or ATS without going through the broker-dealer’s pre-trade controls.  As a result of 
the new rule, if a proprietary trading firm accesses the market as a customer of an intermediary 
firm, the broker-dealer offering such access must implement risk controls and supervisory 
procedures to supervise the risks of that firm’s business.  Accordingly, because unregistered 
proprietary trading firms that access the market through regulated intermediaries are already 
subject to regulation, any additional regulation would be duplicative and unnecessary. 


C. Question 3:  What recommendations, if any, would you propose to 
strengthen the regulatory requirements around pre- and post-trade risk 
controls? In particular, what measures, if any, do you think regulators 
should introduce that relate specifically to the use of and risks posed by 
algorithmic trading and/or HFT?  


 As a general matter, SIFMA supports pre- and post-trade risk controls on market access.  
As noted above, SEC Rule 15c3-5 requires broker-dealers that access or provide access to trade 
directly on an exchange or an ATS to implement risk management controls and supervisory 
procedures reasonably designed to manage the financial, regulatory, and other risks of this 
business activity.  SIFMA is less familiar with the structure of the many non-U.S. markets, but 
we believe that the recent implementation of Rule 15c3-5 in the U.S. may allow IOSCO to 
observe how the adoption of similar pre-trade controls (along with post-trade surveillance) might 
address regulatory concerns abroad, including any issues presented by HFT.  As noted, SIFMA 
also believes that more disclosure about HFT may be appropriate.11 
 


D. Question 4:  To what extent do you believe the use of trading control 
mechanisms such as circuit breakers and limit-up/limit-down systems by 
trading venues should be mandated?  If you believe they should be 
mandated, should venue operators be permitted to design their own controls 
or should they be harmonized/coordinated across venues (including between 
interrelated instruments such as a derivative and its underlying)?  


 SIFMA believes that trading mechanisms such as circuit breakers and limit-up/limit-
down systems are critical to maintaining efficient, fair and orderly markets during times of 
extraordinary market volatility.  In the U.S., various SROs have issued a plan to implement a 
limit-up/limit-down system (the “Plan”).12  In particular, the Plan would implement a limit-
up/limit-down mechanism to prevent trades in NMS stocks from occurring outside of specific 
                                                 
11  See SIFMA Comments on Equity Market Structure Concept Release at 6.  However, SIFMA does not 
support disclosure which may be harmful to or otherwise disadvantage participants or the market, such as disclosing 
the identity of HFT traders or strategies to the general public.   
 
12  See Plan to Address Extraordinary Market Volatility Submitted to the SEC Pursuant to Rule 608 of 
Regulation NMS under the Exchange Act, Exchange Act Rel. No. 64547 (May 25, 2011), 76 Fed. Reg. 31647 (June 
1, 2011). 
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trading price bands, as well as trading pauses to address more fundamental liquidity events in 
NMS stocks.  SIFMA generally supports the Plan.  In particular, SIFMA believes that limit-
up/limit-down mechanisms should help to prevent extreme price swings and stock price 
dislocations that are caused by oversized marketable orders sweeping displayed liquidity to price 
levels not reasonably related to the value of the security.13  SIFMA also believes that such 
mechanisms should significantly help to reduce clearly erroneous, “busted,” and adjusted trades.  
SIFMA’s comments recommending certain improvements to strengthen the Plan are attached as 
Exhibit F.  For example, SIFMA believes that certain transactions should be excluded from the 
Plan, and also that the applicability of the Plan at the open and close of the markets should be 
carefully analyzed to determine feasibility, given the operational difficulties of administering the 
Plan at those times.14   


 
E. Question 5:  To what extent do you believe market maker schemes offered by 


trading venues should be subject to mandatory minimum criteria?  Should 
the criteria be determined by the trading venue alone?  To what extent do 
you agree with the suggestion that the use of stub quotes should be 
prohibited?  


 SIFMA supports the elimination of stub quotes, and also obligations requiring market 
makers to quote within a reasonable range based on the NBBO.  However, any further 
obligations imposed upon market makers need to be accompanied by adequate incentives that 
encourage market makers to continue to provide liquidity to the marketplace, or such obligations 
could do more harm than good.  If obligations are set too high, without supporting incentives, 
such changes could reduce liquidity in the market.  


F. Question 6:  Do you have suggestions for improvements to regulators’ 
surveillance capabilities with respect to the markets and modern trading 
techniques?  Please elaborate.    


 Who should bear the cost of investing in such capabilities and the cost of 
 operating and supervising the markets in order to ensure fairness among 
 market participants?  Please elaborate.   


 SIFMA appreciates the importance of ensuring that regulators have access to appropriate 
surveillance tools.  However, we believe that careful consideration should be given to the cost-
benefit analysis of such initiatives to ensure that regulatory goals are met as efficiently as 
possible.   
 
  
 


                                                 
13  See SIFMA Comments on the Plan at 2.   
 
14  Id. at 4, 8. 
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For example, in the U.S., the SEC recently adopted a rule requiring large traders to obtain 
a unique identifier that will facilitate the ability of regulators to more readily identify their 
trading when requesting information from broker-dealers.15  In addition, the SEC has proposed 
the creation of a consolidated audit trail for NMS securities to allow the SEC and SROs to more 
effectively regulate trading activities across markets and market participants.16  We support the 
creation of a consolidated audit trail in concept because we believe it would significantly 
enhance the ability of the SEC and SROs to meet their monitoring, enforcement, and other 
regulatory obligations under the federal securities laws.  In addition, we believe the consolidated 
audit trail initiative presents an opportunity to eliminate inefficient and redundant individual 
SRO reporting systems in place today.17  However, while SIFMA supports this initiative in 
theory, we believe that the consolidated audit trail as proposed by the SEC is overly ambitious 
and that there are other approaches that would be just as effective in reaching the SEC’s goals, 
with a substantially lesser burden and cost to the industry and, ultimately, all investors and which 
could be implemented much more quickly.18 
  
 As proposed by the SEC, the consolidated audit trail is overly broad in scope and would 
impose enormous costs on SROs and broker-dealers.  The real-time reporting requirement alone 
would be extremely expensive to implement and maintain, and the SEC has not clearly 
articulated what regulatory benefits would be derived from having this broad set of data elements 
available on a real-time basis.19  Indeed, SIFMA continues to question the need for real-time 
reporting of the entire set of data elements set forth in the SEC’s proposal, and believes that 
reporting on a “T + 1” (or, in some cases, later) basis should satisfy the SEC’s stated regulatory 
objectives more efficiently.20  In this regard, SIFMA believes the SEC should build upon an 
existing audit trail, such as the Financial Industry Regulatory Authority’s (“FINRA”) Order 
Audit Trail System (“OATS”), rather than create an entirely new system.  In sum, SIFMA 
                                                 
15  See Large Trader Reporting, Exchange Act Rel. No. 64976 (July 27, 2011), 76 Fed. Reg. 46,960 (Aug. 3, 
2011). 
 
16  See Consolidated Audit Trail, Exchange Act Rel. No. 62174 (May 26, 2010), 75 Fed. Reg. 32,556 (June 8, 
2010) (the “Consolidated Audit Trail Proposal.”)   
 
17  See generally SIFMA Comments on Consolidated Audit Trail. 
 
18  Id. 
 
19  We note that the substantial costs to create and operate a consolidated audit trail system would be difficult 
for SROs to fund.  In particular, the SEC estimates that the consolidated audit trail system would cost $4 billion to 
implement and $1.7 billion in annual operating costs.  Although SIFMA believes that the SEC’s estimate of 
operating costs is too low, these costs would be difficult for SROs to fund because of their uneven revenue sources 
and their limited ability to impose fees on members.  If the SEC maintains that the SROs must pay to construct and 
maintain the consolidated audit trail system, SIFMA believes that the SEC may be forced to raise or eliminate the 
caps it has on transaction fees on exchanges in order to give the SROs more flexibility to obtain money to fund the 
new system.  Id. at 22.  
 
20  See Letter from James T. McHale, Managing Director and Associate General Counsel, SIFMA, to David 
Shillman, Associate Director, Division of Trading and Markets, SEC (Jan. 12, 2011) (SIFMA “drop copy” 
counterproposal).  A copy of this letter is attached as Exhibit H.  We note in this proposal that, if the SEC ultimately 
requires reporting of certain data elements in real-time or near real-time, such data should be limited to reporting of 
“key business events,” as defined in the counterproposal.   
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believes that the overall costs associated with the proposed consolidated audit trail could be 
significantly reduced, without undermining the regulatory goals of the initiative, by limiting the 
data required to be produced under the consolidated audit trail and by permitting broker-dealers 
to report on a T + 1 or later basis.  This would benefit not only the broker-dealer industry, but all 
investors in NMS securities to whom such costs inevitably will be passed down. 


G. Question 7:  What do you perceive as the major causes of settlement 
indiscipline and settlement failures?  What steps, if any, do you believe 
regulators should take to address these causes?  


 SIFMA is not aware of significant issues with securities settlement in the U.S. that would 
merit additional measures by regulators. 


H. Question 8:  Have the appropriate steps been taken to limit or manage 
conflicts of interest that arise where an investment firm simultaneously 
conducts client-serving activities and proprietary trading or a trading 
participant is also a shareholder in a venue on which it trades?  If you believe 
conflicts management is inadequate, please explain how this manifests itself 
and any recommendation you have for how conflicts management could be 
improved.  


 Significant steps have been taken by U.S. regulators to limit or manage potential conflicts 
of interest that arise when an investment firm simultaneously conducts client-serving activities 
and proprietary trading, or when a trading participant is a shareholder in a venue on which it 
trades.  First, the SEC and SROs have adopted customer protection rules to ensure that broker-
dealers place the interests of customers before their own.  For example, a broker-dealer that 
accepts and holds an order for an equity security from a customer without immediately executing 
the order is prohibited from trading that security on the same side of the market for its own 
account, at a price that would satisfy the customer order, unless it immediately thereafter 
executes the customer order up to the size and at the same or better price at which it traded for its 
own account.21  Second, SEC rules require the display of certain customer limit orders.22  In 
addition, the SEC requires that for-profit exchanges adopt governance measures to protect their 


                                                 
21  See FINRA Rule 5320.  See also New York Stock Exchange (the “NYSE”) Rule 92, and NYSE’s recent 
rule filing to rescind Rule 92 and adopt a new NYSE Rule 5320, similar to FINRA’s rule (SR-NYSE-2011-43). 
FINRA also has published a concept proposal that would require firms, at or prior to commencing a business 
relationship with a retail customer, to provide a written statement that describes conflicts associated with the 
services it provides to clients, amongst other information.  One of the disclosures proposed to be included in the 
written statement is a disclosure of conflicts that may arise between a firm and its customers and how the firm 
manages such conflicts.  See Disclosure of Services, Conflicts and Duties, FINRA Regulatory Notice 10-54 (Oct. 
2004), available at http://www.finra.org. 
 
22  For example, Rule 604 of Regulation NMS, the Limit Order Display Rule, requires the display of customer 
limit orders by OTC market makers and exchange specialists.  See Exchange Act Rule 604.   
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self-regulatory functions from their business interests.23  At the NYSE, for example, NYSE 
Regulation, Inc., the non-profit entity that is dedicated to strengthening investor protection and 
market integrity, is a separate legal entity from the New York Stock Exchange LLC.24  This 
organizational structure preserves the separation between the NYSE’s business and regulatory 
functions.25  Other exchanges have similarly segregated their business and self-regulatory 
functions.  Lastly, at the SEC’s urging, U.S. exchanges have adopted limits on the ownership and 
voting rights that a broker-dealer member can have when investing in an exchange.26  These 
steps help address conflicts of interest that may exist because of the multiple roles that a broker-
dealer may fulfill. 
 


I. Question 9:  Do you think existing laws and rules on market abuse and 
disorderly trading cover computer generated orders and are relevant in 
today’s market environment?  


 As further explained in the SIFMA Comments on Equity Market Structure Concept 
Release, SIFMA believes that regulators may better serve investors by relying on general 
antifraud rules to prevent market abuse and disorderly trading, rather than attempting to engage 
in line drawing.27  In the U.S., for example, SIFMA believes that existing antifraud rules are 
sufficient to allow securities regulators to address discrete situations in which market participants 
engage in fraudulent or manipulative activity.28  SIFMA also believes that adopting rules that 


                                                 
23  In 2004, the SEC proposed a rule which would require exchanges and associations to establish policies and 
procedures to maintain separation between their regulatory functions and their market operations and other 
commercial interests.  See Fair Administration and Governance of Self-Regulatory Organizations; Disclosure 
and Regulatory Reporting by Self-Regulatory Organizations; Recordkeeping Requirements for 
Self-Regulatory Organizations; Ownership and Voting Limitations for Members of Self-Regulatory 
Organizations; Ownership Reporting Requirements for Members of Self-Regulatory Organizations; 
Listing and Trading of Affiliated Securities by a Self-Regulatory Organization, Exchange Act Rel. No. 50699 (Nov. 
22, 2004) (the “SRO Proposal”).  Although this rule was never adopted, U.S. exchanges have largely adopted its 
requirements.   
 
24  See NYSE Regulation: Investor Protection, http://www.nyse.com/regulation/about/1045516499685.html. 
 
25  Id.  
 
26  In the SRO Proposal, the SEC also proposed to require national securities exchanges and registered 
securities associations to prohibit any member that is a broker or dealer from owning and voting more than 20% of 
the ownership interest in the exchange or the association, or a facility of the exchange or association.  Similar to the 
requirements on the separation of the regulatory and commercial interest of exchanges, this requirement was never 
adopted, but nevertheless has been adopted by U.S. exchanges.  
 
27  See SIFMA Comments on Equity Market Structure Concept Release at 10. 
 
28  For example, FINRA censured and fined Trillium Brokerage Services, LLC $1 million for using an illicit 
HFT strategy, through nine propriety traders, to generate non-bona fide market moving orders to generate selling or 
buying interest in specific stocks.  FINRA brought the action alleging violations of a number of its rules, including 
NASD Rule 2120, which prohibits the use of deceptive, manipulative or other fraudulent devices.  See FINRA 
Sanctions Trillium Brokerage Services, LLC, Director of Trading, Chief Compliance Officer, and Nine Traders for 
$2.26 Million for Illicit Equities Trading Strategy, available at 
http://www.finra.org/Newsroom/NewsReleases/2010/P121951.  Please note, NASD Rule 2120 has been renumbered 
as FINRA Rule 2020. 
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require market participants to provide certain information to regulators regarding HFT strategies 
may be an effective way to help regulators prevent market abuse and disorderly trading activity.   


J. Question 10:  Are there any strategies employed by HFT firms that raise 
particular concerns?  If so, how would you recommend that regulators 
address them?  


 As further explained in the SIFMA Comments on Equity Market Structure Concept 
Release, SIFMA cautions regulators against hastening to categorize HFT trading strategies as 
“beneficial” or “harmful.”29  In the first instance, absent clear fraud or manipulation, we believe 
that engaging in such line drawing on a broad basis is fraught with difficulties.  For example, 
market participants have long been astute to the possibility of other orders in the market that, if 
executed, could have a serious impact on the value of their portfolios.  Thus, strategies designed 
to anticipate the trading of other market participants are not novel concepts, and the ability to 
identify buyers and sellers in the market – absent fraud, manipulation, or a breach of duty – 
should not result in prohibitions on a strategy that aims to make such determinations.  In 
addition, existing trading strategies, whether for HFT or otherwise, will evolve in ways that 
inevitably will outpace regulatory efforts to categorize them, and entirely new trading strategies 
similarly will develop at a rapid pace. 
 
 As noted above, rather than taking a path that will require continuous line drawing, 
SIFMA believes that regulators would better serve investors by: (1) relying on their general 
antifraud authority to address discrete situations in which market participants engage in 
fraudulent or manipulative activity; and (2) adopting rules that would facilitate the provision of 
certain information about HFT strategies to the regulator.  


 
K. Question 11:  Should charges or fees be imposed on messages, cancellations 


or high order-to-trade ratios?  If so, how should the fees or charges be 
determined and on what basis?  


 An accurate, timely, and accessible NBBO is critical for the proper functioning of the 
markets – especially in the fast paced world of electronic trading.  As discussed in our comment 
letter on the SEC Equity Market Structure Concept Release, SIFMA believes that artificial 
minimum duration or delays are inadvisable.  SIFMA believes that imposing charges or fees on 
messages, cancellations, or high order-to-trade ratios raises extremely complex and difficult 
issues.  Any regulatory initiatives in these areas warrant in depth study of the impact that such 
charges or fees would have on the markets.     
 


                                                 
29  See SIFMA Comments on Equity Market Structure Concept Release at 9. 
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L. Question 12:  Should market operators be required to make their co-location 
services available on a fair and non-discriminatory basis?  


 SIFMA believes that co-location facilities should be made available to exchange 
members and other persons using such facilities on fair and reasonable terms and pursuant to 
fees that are equitably allocated among members and other persons using those facilities.30  
Under these circumstances, we do not view co-location arrangements as conferring an unfair 
advantage to firms that use them or as creating a “two-tiered” market.  SIFMA also believes that 
added disclosure about co-location and other market access arrangements would be beneficial to 
market participants.  Such disclosures might describe standard, high speed, co-location or other 
means by which members may access an exchange or ATS, and also provide market participants 
with details regarding the category of market participants that use each means of access, the data 
capacity associated with each arrangement, and the quotation or transaction volume attributable 
to each arrangement.   


M. Question 13:  Should market operators be required to provide testing 
environments to enable participants to stress test their algorithms?  If so, 
what kind of minimum requirements are reasonable?  


 SIFMA generally believes that, in the U.S., exchange testing platforms are sufficient to 
allow for functional testing of algorithms.  Specifically, they are adequate for testing basic 
connectivity, robustness of the communication protocols (e.g., FIX), and validation of order 
parameters.  The creation of a testing platform that would provide testing results similar to those 
that would be achieved when an algorithm is in production would, in our view, be difficult to 
achieve and prohibitively expensive.  Rather, firms should be required to ensure that their order 
placement strategies, via algorithm or otherwise, are subject to appropriate risk controls,   
including pre-trade order acceptance checks.     
 


N. Question 14:  To what extent do you have other comments related to the risks 
to market integrity and efficiency raised by the issues in this report?  


SIFMA appreciates the efforts of the Committee in evaluating the impact that technology 
has had on market integrity and efficiency.  We believe that the integrity of market data 
throughout the various markets of IOSCO participants is an issue that must be considered by the 
Committee and, indeed, is critical to any ultimate findings on market integrity and efficiency.  
Market participants generally, including those engaged in HFT and other algorithmic trading, 
rely on accurate and timely market data for trading, risk management and surveillance purposes.  
Similarly, the availability of valid market data underlies the efforts of securities regulators in 
effectively surveiling the markets, as well as in implementing rules and safeguards to reduce 
excess market volatility, such as exchange circuit breakers, limit-up/limit-down mechanisms, and 
trading pauses.  Therefore, we urge the Committee to consider the quality of market data and, 
where appropriate, ways in which the quality of market data might be enhanced when assessing 
the issues in the Report.    


                                                 
30  See SIFMA Comments on Equity Market Structure Concept Release at 6.  
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* * * * * 
 
 SIFMA appreciates this opportunity to comment on the issues raised in the Report.  If 
you have any comments or questions, please do not hesitate to contact me at 202.962.7300.  
 
       Sincerely, 
 
 
 
       /s/ Ann Vlcek  
 
 
 
       Ann Vlcek 
       Managing Director and  


Associate General Counsel 
       SIFMA 
 
 
cc:  Mary L. Schapiro, Chairman  


U.S. Securities and Exchange Commission   
 


Luis A. Aguilar, Commissioner 
U.S. Securities and Exchange Commission   


  
Troy A. Paredes, Commissioner  
U.S. Securities and Exchange Commission   


 
Elisse B. Walter, Commissioner 
U.S. Securities and Exchange Commission   


 
Robert Cook, Director, Division of Trading and Markets 
U.S. Securities and Exchange Commission   
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Q1: What impact have the technological developments in the markets in recent 
years had on your own trading? Has it encouraged, discouraged or had no 
impact on your willingness to participate on the lit markets, and how does this 
differ between asset classes and/or instruments? 
 
 
The technological developments referred to have led Cheuvreux to industrialise the 
core function of a broker: to match a buyer with a seller. As a broker, our willingness to 
participate in the lit market has not changed, and in the best interests of our clients we 
source liquidity where we have to. Internal crossing is the most efficient way to reduce 
market impact and to trade on the dark venues allows us to compensate for some of 
the deficiencies of the lit venues (see as reference our Contribution to the MiFID debate: 
https://www.cheuvreux.com/pdf/NOTE%20MIFID%20Cheuvreux%20UK.pdf). 
 
 
 
Q2: What are your views on the suggestion that proprietary trading firms 
(including HFT firms) that are not currently subject to registration/authorisation 
by a regulator should be required to obtain such a registration/authorisation? 
Are there specific regulatory requirements you believe such firms should face? 
To what extent do your answers differ if the proprietary trading firm accesses 
the market as the customer of an intermediary firm through DEA (i.e. under that 
intermediary’s trading rules/codes) rather than as a direct member of the market 
itself? 
 
 
All entities involved in the markets should be regulated and supervised.  
We consider that any proprietary trading activities should be segregated from the 
broking business. 
 
 
 
Q3: What recommendations, if any, would you propose to strengthen the 
regulatory requirements around pre- and post-trade risk controls? In particular, 
what measures, if any, do you think regulators should introduce that relate 
specifically to the use of and risks posed by algorithmic trading and/or HFT? 
 
 
The question of pre-trade risk controls has risen because the markets are not robust 
enough to absorb the orders generated by a computer going berserk. Were the markets 
robust enough, the potential losses (in capital and reputation) should be a strong 
enough incentive for the market players to develop and implement sufficient control of 
their computers. 
The controls and limitations put in place must be a reflection of the maximum losses 
that a market participant is not only liable for but also able to honour. 
 
Market structure must be changed: circuit breakers should be mandatory and similar for 
all venues. The most efficient way to adjust the market structure is in giving the 
regulators the means to adjust 'friction' when required. 
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Q4: To what extent do you believe the use of trading control mechanisms such 
as circuit breakers and limit-up/limit-down systems by trading venues should be 
mandated? If you believe they should be mandated, should venue operators be 
permitted to design their own controls or should they be 
harmonised/coordinated across venues (including between interrelated 
instruments such as a derivative and its underlying)? 
 
 
Market structure must be changed: circuit breakers should be mandatory and similar for 
all venues. This should help to reduce the effects of specific strategies interacting and 
feeding off one another (see the Flash Crash where the market downward movement 
stopped only when the sell order fuelling the momentum was complete). 
Another way of adjusting the market structure must be given to the regulators: 'friction', 
through the changing of the tick size (see our contribution to CESR Call for Evidence on 
micro-structural issues of the European equity markets: 
https://www.cheuvreux.com/pdf/CESR.pdf) or the charging of modifications and cancellations on 
orders on a case by case basis (see Q11). 
 
 
 
Q5: To what extent do you believe market maker schemes offered by trading 
venues should be subject to mandatory minimum criteria? Should the criteria be 
determined by the trading venue alone? To what extent do you agree with the 
suggestion that the use of stub quotes should be prohibited? 
 
 
We believe that market-maker agreements should be bilateral, under the regulators 
overview. 
 
If the market structure was sound enough, "stub quotes" would become irrelevant. For 
the time being, they should be prohibited. 
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Q6: Do you have suggestions for improvements to regulators’ surveillance 
capabilities with respect to the markets and modern trading techniques? Please 
elaborate. 
Who should bear the cost of investing in such capabilities and the cost of 
operating and supervising the markets in order to ensure fairness among market 
participants? Please elaborate. 
 
 
Pre-trade: given the current structure, it is unrealistic to consider that a pre-trade 
consolidated quote can be reconstructed accurately from various venues post-trade, as 
there will always be uncertainty around the reconciliation of time-stamping of orders on 
the different venues. Given the current market structure, any surveillance must hence 
be done at the venue level and standards must be set. 
 
Post-trade: we have been advocating a consolidated tape in Europe for some time. We 
believe that the consensus built around the consolidated tape has not lead to anything 
tangible as yet because the commercial interest of the various participants favours the 
status quo. 
We suggested to the European Commission that they take the lead in outsourcing the 
consolidated tape with a very strict Service Level Agreement (in French, "Délégation de 
Service Public"). That SLA should include the operation and supervision of market 
surveillance, the consolidated tape being the optimal situation. The costs would then be 
borne by the organisation running the consolidated tape and the data transmitted to 
local regulators for more specific needs. 
This principle can be extended to any market where the data is consolidated.  
 
 
 
Q7: What do you perceive as the major causes of settlement indiscipline and 
settlement failures? What steps, if any, do you believe regulators should take to 
address these causes? 
 
 
We consider settlement indiscipline is fuelled by discrepancies between countries / 
markets. In some situations, it is easier or cheaper to fail rather than to borrow the 
stock. Settlement buy-ins should be harmonised and enforced. 
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Q8: Have the appropriate steps been taken to limit or manage conflicts of 
interest that arise where an investment firm simultaneously conducts client-
serving activities and proprietary trading or a trading participant is also a 
shareholder in a venue on which it trades? If you believe conflicts management 
is inadequate, please explain how this manifests itself and any recommendation 
you have for how conflicts management could be improved. 
 
 
As stated in Q1, we consider that proprietary trading activities should be segregated 
from intermediation activities. 
In regard to the trading destination; investment firms should remain free to route their 
proprietary flows to whatever destination they choose. Agency flows must be routed 
according to the Execution Policy of the intermediary. The responsibility of the 
intermediary is a commercial one and clients are expressing their satisfaction with the 
intermediary's policy by giving them orders. 
 
 
 
Q9: Do you think existing laws and rules on market abuse and disorderly trading 
cover computer generated orders and are relevant in today’s market 
environment? 
 
 
Yes, and rather than changing the existing laws to adapt them to the market micro-
structure, we would favour enforcing the current laws and changing the market micro-
structure to reinforce the value of time priority. 
 
 
 
Q10: Are there any strategies employed by HFT firms that raise particular 
concerns? If so, how would you recommend that regulators address them? 
 
 
Strategies employed by HFT firms are in principle the same as those employed by non-
HFT traders, but on a much shorter time-scale and the concerns raised are in essence 
the same as have always been raised by trading. The extremely short time scale, 
combined with the fact that orders can be sent on multiple venues, makes the 
regulators task difficult. Investing in whatever is necessary to monitor properly these 
activities may prove extremely costly, very quickly outdated and difficult to maintain.  
The choice left to the regulators is to decide whether HFT constitutes market abuse 
organised on a scale that is hardly discernable and is not worth controlling or to change 
the market micro-structure. 
The nature of the differing HFT strategies means that the majority will be as close as 
possible to the limits of the market's ecosystem. Increasing the fluidity of that 
ecosystem will only allow HFT to determine new boundaries. It would be better not to 
change these boundaries but to adjust the ecosystem so that regulators and public 
opinion have a satisfactory view on what is happening. 
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Q11: Should charges or fees be imposed on messages cancellations or high 
order-to-trade ratios? If so, how should the fees or charges be determined and 
on what basis? 
 
 
We consider that a charge put on order modifications and cancellations should be in 
force from the very first modification. This charge would be perfectly suited to adjust, 
along with the tick size, the viscosity of the markets. The possibility to add/remove or 
adjust the charge from one day to another would give the authorities very strong control 
over market structure. 
It should be small, be charged at every modification on a per order basis, with a 
possible derogation for orders sent in respect of strict market-making obligations. 
This charge should be part of the financing of the regulatory bodies. 
 
 
 
Q12: Should market operators be required to make their co-location services 
available on a fair and non-discriminatory basis? 
 
 
Yes. 
However, it should be noted that the more value given to time priority by the market 
structure, the less value found in co-location. 
 
 
 
Q13: Should market operators be required to provide testing environments to 
enable participants in stress test their algorithms? If so, what kind of minimum 
requirements are reasonable? 
 
 
Participants are and should be responsible for stress testing their own algorithms. The 
bigger the participant, the more likely they have built a market simulator to test the 
algorithms.  
A fully functional testing environment provided by a market operator, which was 
mandatory and free, would help any clients without a market simulator, particularly the 
smaller market players.  
This is currently purely a commercial decision left to the market operators in providing 
tools to their clients. 
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Q14: To what extent do you have other comments related to the risks to market 
integrity and efficiency raised by the issues in this report? 
 
 
The recent volatility on the equity markets has seen all market infrastructures tested to 
their maximum capacities, during which most venues have experienced resilience and 
latency issues. This will again prompt them to increase their data handling and 
processing capacities. Due to the nature of HFT efficiency (i.e. trading at boundaries 
where no one can be faster), we will see these new capacities tested to their limits 
during the next period of extreme volatility. 
 
Rather than continually investing in trying to improve the market's infrastructures, 
it is time to revise the market's structure. 
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Société Générale is one of the leading financial services group in Europe, operating in 82 
countries and employing 163 000 staff from 122 different nationalities. The Group is 
organised around five core business: French networks, International retail banking, 
Financial services, Global investment management and services and Corporate and 
investment banking. The latter employs 12 000 employees in 44 countries. It offers its clients 
bespoke financial solutions combining expertise, innovation, advice and high execution 
quality in three areas: capital markets, structured finance and derivatives. 
 
In the context of that consultation paper, Société Générale was involved in various industry 
working groups at national and international level and supports the responses given by 
AFME/ISDA and AMAFI. 
 
As a global operator operating in activities involving technological changes, Société Générale 
has also chosen to answer separately. 
 
 
1 – GENERAL COMMENTS 


 
Société Générale welcomes the opportunity to comment on this consultation and looks 
forward to further active engagement in the ongoing work that will be required to adapt 
the regulatory tools to the latest technological changes.  
 
As preliminary remarks, we would like to highlight the following points: 
 
- Some of our key views have already been provided to the European Commission in the 
course of our response to the MiFID consultation, 
 
- In order to ensure that measures that may be proposed will be enforceable and to avoid 
any regulatory arbitrage, we feel that regulators should coordinate their efforts on a global 
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basis. Obviously, this includes, at the very least, a proper coordination between relevant 
regulators in Europe, 
 
- In addition, we think that an adequate coordination between regulators and the 
implementation of comparable rules and regulation would allow to manage properly the 
operational risk, 
 
- It is critically important that regulators understand the impact of technological 
developments (HFT included) on the markets before introducing legislation that has the 
potential to curtail the benefits automated trading has notably on the liquidity (HFT 
activities) and on the treatment of clients’ orders (brokerage activities). We believe therefore 
that further study is both urgent and absolutely necessary to determine what should be the 
regulatory tools to be used in the context of the latest technological changes. 
 
 
2 - DETAILED ANSWER TO THE CONSULTATION REPORT 


 
Q1/ What impact have the technological developments in the markets in recent 
years had on your own trading? Has it encouraged, discouraged or had no impact on 
your willingness to participate on the lit markets, and how does this differ between 
asset classes and/or instruments? 
 
In a context where both the competition between players (trading venues included) and 
volumes traded on markets have significantly increased, the technological developments 
allowed us to optimize and create new services. Two specific examples can be used as an 
illustration. 
 
* The first example is the development of the broker crossing networks (“BCNs”). We 
are of the opinion that BCNs form part of the discretionary treatment of clients’ orders by 
brokers, which corresponds to a service very different from the one provided by regulated 
markets and MTFs (non discretionary matching of members’ orders). Indeed, there is a 
fundamental difference between:  
 


- on the one hand, multilateral platforms (regulated markets and  MTFs), the role of 
which is to match and execute buying and selling interests in a non-discretionary 
way ;  


- on the other hand, intermediaries (brokers) who execute their clients’ orders, 
necessarily in a discretionary manner, as it is their duty to choose, together with 
their clients, the way the orders will be executed  (facilitation, execution agency, 
search for blocks, VWAP…), their limits being the respect of best execution and the 
management of conflicts of interests.  


 
BCN does not induce a new way of managing clients’ orders, and simply consists of using the 
technological developments to increase the effectiveness of the long-standing search of 
crosses opportunities to the best interest of clients, within the usual framework of 
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discretionary clients’ order management. 
 
Brokers have always tried to match their clients orders internally, with their clients’ prior 
consent and when technically or legally feasible. To this extent, new methods of crossing 
based on the technological developments only optimize the broker’s job, by using algorithms, 
without fundamentally changing the nature of this job.  
 
* The second example is the high frequency trading (“HFT”). Regulatory changes and 
technological improvements have encouraged the development of this activity. Although 
there have been many negative comments from market observers, we are of the opinion 
that several positive aspects result from the HFT when these activities are properly 
regulated. 
 
It should notably be highlighted that HFT brings additional liquidity to the market, can 
reduce price volatility in particular in the case of crisis when markets are volatile, reduces 
spreads and unifies prices across the various trading venues in the best interest of issuers 
and investors (including retail). 
 


Those examples show that technological developments are just tools to optimize the services 
we provide or to improve markets efficiency. They have not discouraged at all our 
willingness to participate on the lit markets. Lit and dark markets are actually 
complementary and market participants, for their own account but also on behalf of their 
clients, are willing to actively participate on both of them. 
 
 
Q2/ What are your views on the suggestion that proprietary trading firms (including 
HFT firms) that are not currently subject to registration / authorisation by a 
regulator should be required to obtain such a registration / authorisation? Are there 
specific regulatory requirements you believe such firms should face? 
To what extent do your answers differ if the proprietary trading firm accesses the 
market as the customer of an intermediary firm through DEA (i.e. under that 
intermediary’s trading rules/codes) rather than as a direct member of the market 
itself? 
 
Within the last decade HFT is estimated to have grown from negligible amounts to an 
estimated 60-70% of equity trading volume in the US, and to 30-50% within the EU. It is 
clear that the development of HFT has spurred debate about the ability of market 
supervisors to monitor potential market abuse. 
 
Given this in mind, we are of the view that proprietary trading firms (including HFT firms) 
should be registered / authorised by a financial market regulator to perform their 
activities. 
 
Please note that in the EU, under the MiFID, entities providing at least two investment 
services (trading on own account and another one) should be registered as investment 
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firms and should therefore comply with the MiFID and all the other relevant rules and 
regulations. On the other hand, entities, even based in the EU, which only perform the 
activity of trading on own account (HFT for example) benefit from the exemption “solely 
for trading on own account” which allows them not to be registered as investment firms. 
We think that the revision of the MiFID is an opportunity to prevent such players to remain 
in the shadow system considering the risks to which they expose the market. 
 
Furthermore, we are of the opinion that the fact that proprietary trading firms access the 
market via intermediary’s systems does not change the situation. The aim of such 
registration / authorisation is for the regulators to be able to supervise the players notably 
to prevent market abuse and to impose organisational requirements. Accessing the market 
through DEA does not avoid the need for regulators to improve their supervisory duties in 
such as case. 
 
 
Q3/ What recommendations, if any, would you propose to strengthen the regulatory 
requirements around pre- and post-trade risk controls? In particular, what 
measures, if any, do you think regulators should introduce that relate specifically to 
the use of and risks posed by algorithmic trading and/or HFT?  
 
As a preliminary remark, it should be underlined that in Europe credit institutions and 
investment firms are subject to a very strict regulation on operational risks and subject to 
permanent and periodic controls (internal audits, external audits by prudential authorities). 
It is obvious that when they have HFT activities, this regulation fully applies. 
 
* With regard to pre-trade risk controls: 
 
Reviewing existing regulatory requirements regarding pre-trade risk controls applicable to 
intermediaries could be useful.  
 
We think that regulators should consider the ban of DEA in case of naked access i.e. when no 
appropriate pre-trade controls are in place. We believe that naked access may have 
significant negative consequences because customers are able to access to trading platforms 
both without pre-trade risk control and without revealing their identity to the market. 
 
This is the reason why we fully support measures recently taken by the SEC. 
 
* With regard to post-trade risk controls: 
 
We think that post-trade risk controls could be usefully increased by the implementation of 
a consolidated tape.  
 
In the EU, difficulties have arisen concerning post trade data consolidation. It seems to be the 
major failure of the MiFID. Data are neither harmonised, nor available nor reliable. Such a 
consolidated tape would allow the regulators to perform their supervisory functions. 
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Q4/ To what extent do you believe the use of trading control mechanisms such as 
circuit breakers and limit-up/limit-down systems by trading venues should be 
mandated?  
If you believe they should be mandated, should venue operators be permitted to 
design their own controls or should they be harmonised/coordinated across venues 
(including between interrelated instruments such as a derivative and its 
underlying)?  
 
We agree with the principle of mandating the use of trading control mechanisms. We fully 
support measures taken by the SEC to this extent and we are of the view that those 
measures should be imposed by regulators following a coordination action at international 
level. 
 
Regarding specifically the proposed measures, we think that: 
 
- circuit breakers, which by the way are already widely used in EU exchanges, are a useful 
tool to curb risks related to HFT activities. In addition to circuit breakers, a limit-up/limit 
down rule is also to be considered in order to prohibit trades a certain distance away from the 
market price, 
 
- the rules of the various trading venues regarding circuit breakers and limit-up/limit-down 
systems should be the same (or as close as possible) in order to avoid any arbitrage between 
these venues, 
 
- all the trading venues should be imposed to include those measures in their rules, whatever 
they are in the “lit space” or in the “dark space”, 
 
-  the system of circuit breakers and limit-up/limit-down systems to be put in place should be 
carefully calibrated  
 
We are of the opinion that mandating an appropriate system of circuit breakers and limit-
up/limit-down will be complex and should be the top priority. Once the market practice will 
show that this system has been appropriately calibrated, harmonisation with interrelated 
instruments could be considered. 
 
At last, regarding the harmonisation between interrelated instruments such as derivative 
and its underlying, we share the concerns expressed by some associations which have 
expressed the view that identifying those interrelated instruments is a very complex task 
that would require further analysis.  
 
 
Q5/ To what extent do you believe market maker schemes offered by trading venues 
should be subject to mandatory minimum criteria? Should the criteria be 
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determined by the trading venue alone? To what extent do you agree with the 
suggestion that the use of stub quotes should be prohibited?  
 
First of all, it is clear for us that in the case of crisis, when markets are volatile, liquidity 
provided by HFT is one of the best ways to reduce price volatility. Market making by HF 
traders may be seen as a sort of arbitrage: abnormal prices are removed from the market 
resulting in better and more efficient price formation. 
 
In that context, we can understand parties who could have proposed to impose possible 
market making requirements for HFT players with obligations to provide bids and offers 
throughout the trading day in order to prevent dramatic price drops and spikes caused by 
participants withdrawing the market at the same time. 
 
Nevertheless, we believe that even if HFT can reduce price volatility and abnormal prices, 
HF traders should not be required to always provide liquidity on an ongoing basis.  
 
That being said, we think that if some HF traders are willing to enter into a market maker 
agreement with a trading venue, they should be encouraged to do so under strict 
conditions agreed together with the relevant trading venues. We believe that current 
contractual arrangements between those venues and the market makers already provide a 
safety environment and encourage competition between trading venues (notably with 
regard to the fee structures).  
Furthermore, it has been reminded that in the EU trading venues are either market 
operators or investment firms providing the investment service of management of an MTF. 
As such, they are submitted to a strict regulatory framework. In that context, regulators are 
entitled to investigate and analyse how contracts with market makers have been designed. 
 
At last, regarding “stub” quotes (i.e. quotes at levels far away from current market prices 
used sometimes to fulfill a market making requirement), we share the suggestion that they 
should be banned as they could be assimilated to some form of market abuse. 
 
 
Q6/ Do you have suggestions for improvements to regulators’ surveillance 
capabilities with respect to the markets and modern trading techniques? Please 
elaborate.  
Who should bear the cost of investing in such capabilities and the cost of operating 
and supervising the markets in order to ensure fairness among market participants? 
Please elaborate. 
 
Modern trading techniques have made necessary for regulators to adapt their surveillance 
capabilities. We think that the following improvements may be considered: 
 
- to build, as mentioned below, a registration / authorisation process for proprietary trading 
firms (including HFT firms) and to consider the ban of DEA in case of naked access, 
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- to build and use a consolidated tape: in a context where data are neither harmonised, nor 
available nor reliable, such a consolidated tape would allow the regulators to perform their 
supervisory functions, notably detecting potential market abuse on an ex post basis, 
 
- to improve the way regulatory reporting are made: conditions of such reporting (in terms 
of timing, format etc.) should be harmonised at international level (for instance amongst 
Member States in the EU). 
 
With regard to the cost, we are of the opinion that cost linked to additional capabilities, in 
terms of technology and human resources, should be shared amongst all stakeholders 
active of the financial markets as they all benefit from the various positive aspects resulting 
from the HFT (additional liquidity to the market, price volatility reduction in particular in the 
case of crisis, spreads reduction and prices unification across the trading venues) and will 
all benefit from the above-mentioned improvements. 
 
 
Q7/ What do you perceive as the major causes of settlement indiscipline and 
settlement failures? What steps, if any, do you believe regulators should take to 
address these causes?  
 
We are not aware of any settlement indiscipline or failure which would be directly linked to 
the HFT. We underline the fact that most of our strategies imply a net flat position at the 
end of each trading day which prevents settlement indiscipline or failures to happen. 
 
Nevertheless, when volatility and volumes are particularly high, any additional liquidity 
may be difficult to manage by the relevant post-trade infrastructures. Clearing houses and 
central securities depositories should be robust and be submitted to appropriate 
requirements in order to be able to provide their services properly and avoid any failure or 
buy-in. 
 
It has to be underlined that the European Markets Infrastructure Regulation (EMIR) 
envisages to create such a framework including for post-trade infrastructures providing 
their services in the cash equity environment. 
 
 
Q8/ Have the appropriate steps been taken to limit or manage conflicts of interest 
that arise where an investment firm simultaneously conducts client-serving 
activities and proprietary trading or a trading participant is also a shareholder in a 
venue on which it trades? If you believe conflicts management is inadequate, please 
explain how this manifests itself and any recommendation you have for how conflicts 
management could be improved. 
 
Société Générale is of the view that, at least for European investment firms, appropriate 
measures are already in place. MiFID contains relevant provisions requiring European 
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investment firms to manage properly their potential conflicts of interest and disclosing 
them to their clients.  
 
When we simultaneously conduct client-serving activities and proprietary trading or when 
we are also a shareholder in a venue on which we trade, we comply with specific rules and 
regulation (contained in the French Monetary and Financial Code and in the General 
Regulation of the Autorité des Marchés Financiers) to prevent and avoid conflicts of 
interests. In this context, appropriate procedures are followed, notably:  
- we create and maintain an effective conflicts of interest policy identifying the 
circumstances which constitute or may give rise to a conflict of interest.  
- such policy specifies procedures to be followed and measures to be adopted in order to 
manage such conflicts,  
- we identify the business departments conducting client-serving activities and proprietary 
trading, 
- we send relevant disclosure to clients, 
- we implement separation (including a physical one) of these departments in order to 
avoid any undue disclosure of information. 
 
Furthermore, regulators have regularly assessed the way European investment firms have 
implemented such provisions, notably using onsite inspections. 
 
We think therefore that apart from a registration / authorisation process for all proprietary 
trading firms (including HFT firms), additional measures are not necessary (in Europe for 
instance). Any measure would definitely be counterproductive with the current provisions 
of the MiFID. 
 
 
Q9/ Do you think existing laws and rules on market abuse and disorderly trading 
cover computer generated orders and are relevant in today’s market environment?  
 
Existing rules and regulation are appropriate. In Europe, the Market Abuse directive 
contains relevant provisions aimed to define various market practices as market abuse. 
 
As mentioned above, the problem is for regulators to adapt their surveillance capabilities in 
order to be able to properly detect those potential market abuse behaviors. In addition to the 
improvements proposed above, we think that a close cooperation between international 
regulators is absolutely needed in this area as HF strategies often imply orders executed in 
different market places. 
 
 
Q10/ Are there any strategies employed by HFT firms that raise particular concerns? 
If so, how would you recommend that regulators address them?  
 
No, as long as they do not enter into the definition of market abuse by the relevant rules and 
regulation, strategies do not raise particular concerns.  
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We share the view that speed is not a concern in itself. Whatever could be the speed (low, 
medium or high), what is important is whether a strategy constitutes a market abuse. 
 
Having said that, as mentioned above, we think that when volatility and volumes are 
particularly high, any additional liquidity may be difficult to manage by the relevant post-
trade infrastructures. Clearing houses and central securities depositories should be robust 
and be submitted to appropriate requirements in order to be able to provide their services 
properly and avoid any failure or buy-in. 
 
 
Q11/ Should charges or fees be imposed on messages, cancellations or high order-to-
trade ratios? If so, how should the fees or charges be determined and on what basis?  
 
Firstly, we think that such as in the other comparable matters (services provided by market 
infrastructures such as co-location services or information data services by trading venues, 
clearing services and collateral management provided by CCPs, settlement services provided 
by CSDs etc.), fees applicable to HFT should continue to be at the full discretion of trading 
venues. Therefore, we do not think that regulators should mandate any specific fees in that 
context.  
Nevertheless, we agree with the principle of imposing to all market infrastructures, trading 
venues included, that their fee grids are publicly available. 
 
Secondly, we disagree with the proposed measure consisting in imposing to firms involving 
in HFT a limit on a ratio of orders. That would be counterproductive and would limit some of 
the various positive aspects resulting from the HFT (additional liquidity to the market, price 
volatility reduction in particular in the case of crisis, spreads reduction and prices unification 
across the trading venues). 
 
 
Q12/ Should market operators be required to make their co-location services 
available on a fair and non-discriminatory basis?  
 
We are of the opinion that fair conditions should be granted so as to avoid any 
discriminatory measures.  
 
As a preliminary remark, we would like to stress that co-location is not only relevant in the 
context of HFT. The agency business is also concerned as many of our clients are interested 
in reducing access time.  
 
In a context where speed has become a more and more determining factor, the question of 
equality of access to trading systems (transmission of orders) and to market information 
(pre and post trade data) has become more and more pressing. Co-location enables, with 
complete transparency, to guarantee this equality even if it is likely that not all participants 
will be able to collocate with all trading venues. Co-location avoids situations where those 
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who have the capacity to set up offices as close as possible to the quotation centers have an 
advantage over those who are situated further away.  
 
Regulators should make sure that trading venues which offer co-location services make 
these services available to any party which has an interest (members but also other markets 
and information routers). It must be also ensure that technical conditions are identical for 
all entities which benefit from the co-location service (e.g. the length of cable between the 
server of the entity benefiting from the co-location service and the market server must be 
the same as that of the server which is furthest from the market server) so as to avoid any 
discriminatory measures. 
 
 
Q13/ Should market operators be required to provide testing environments to 
enable participants in stress test their algorithms? If so, what kind of minimum 
requirements are reasonable?  
 
We believe that testing environments designed by market operators should be helpful to 
enable HFT players to test their algorithms. 
 
That being said, such tests should not imply any disclosure of strategies or algorithms to 
those market operators. The latter should only be mandated to design and make available a 
relevant testing environment. 
 
Furthermore, we should highlight the fact that such testing environments should be used at 
the discretion of the HFT players that can choose not to use them notably for their strategies 
which do not fit with / require such testing environments. 
 
 
Q14/ To what extent do you have other comments related to the risks to market 
integrity and efficiency raised by the issues in this report?  
 
Whilst the consultation report focuses predominately on HFT, it also envisages a number of 
issues linked to the technological changes. As interested parties are invited to give 
responses on questions which do not envisage some of these issues, Société Générale 
would like to take this opportunity to express its views on the followings: 
 
* Tick size: 
 
We are in favour of a tick harmonisation. We believe that this would have an immediate 
positive effect on the management of operational risk and would mitigate against the race 
to the bottom. 
 
* Indication of Interests (« IOIs ») : 
 
In the course of its consultation on the revision of the MiFID, the European Commission 
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proposed the assimilation of actionable IOIs as orders (subject to pre trade transparency). 
This seems perfectly reasonable to us as actionable IOIs create information asymmetry. 
 
 
3 - CONTACTS 


 
Société Générale Corporate & Investment Banking Public Affairs: 
 
Haroun Boucheta: haroun.boucheta@socgen.com 
 
Eric Litvack: eric.litvack@sgcib.com 
 
Philippe de Soumagnat: philippe.de-soumagnat@sgcib.com 
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Dear Mr. Bijkerk 


Thank you for the opportunity to provide you with my view on the consultation report 


“Regulatory Issues Raised by the Impact of Technological Changes on Market Integrity 


and Efficiency”. I fully support regulatory developments which enhance market 


integrity. I would like to compliment IOSCO for taking the initiative and addressing the 


issues of recent multi-dimensional, technology advances in an open manner. 


 


Background 


Markets have traditionally been seen as a place to finance the real economy where 


companies are able to raise funds necessary to expand their business and investors have 


the opportunity to lend their money at an eventual profit (through stock price 


appreciation and dividends). This has been the case for a long time. However, in recent 


years there has been a sea of change in how market players interact with each other due 


to the influence of a more advance and sophisticated technology. 


 


These are often systems set up by people who frequently perform quantitative analysis 


(Quants) to analyse the markets and make a razor-thin profit by seeing a discrepancy 


between an asking price and a selling price. Due to their ability to price in new 


information extremely quickly through algorithms, they allow very efficient price-
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discovery to take place. Nevertheless, as stated in the consultancy paper there are issues 


involved with their use. 


 


Overall Response 


I am very concerned with where algorithmic trading and high frequency trading (HFT) 


are transforming market trading. There are several aspects concerning algorithmic 


trading that are of a particular worry due to their influence on systemic risk and general 


market dynamics. These all became much more apparent during the Flash Crash of May 


2010. 


 


There is currently an “arms race” going on to reach the ultimate low-latency level where 


the ultra high frequency trading desk will be unbeatably fast. This is in and of itself a 


reasonable goal because it is just a modern equivalent of the “fastest runner” on the 


trading floors of old who was able to pass on messages quicker than other people. A 


problem occurs when this is coupled with co-location which allows faster offloading by 


HFT firms, thereby shortening the distance between the exchange and the HFT firms.  


 


The May 6
th


 Flash Crash was a wake-up call to the trading community, which faced the 


issues concerning algorithmic trading head on. We basically had Quants come into the 


market and set up these black-box trading systems that greatly amplified a fat finger 


trade causing a tsunami of a cascading effect in the space of minutes. Before any 


humans could get a handle on what was going on the computer programs had multiplied 


the effect massively and spread it out to all corners of the different trading platforms. 


Although the basis for the Flash Crash was not directly linked to automated-trading 


systems, they accentuated the effect leading to a number of implications that need to be 


both raised and then consequently addressed. 


 


There were problems beyond the immediately obvious ones just mentioned. I would like 


to emphasize the following: 


The HFTs amplified the price declines by making a false sense 


of liquidity causing the price of stocks decline more than they 


otherwise would have. 


They also spread the shock of the dip across multiple trading platforms causing 


widespread panic. The high volume of selling and buying belied the relatively small 


change in net positions the HFTs actually took. When the human traders saw what was 


happening and pulled out of the market, this then led to solely computer to computer 


interaction causing a further drop in the price before the plug was pulled. 


 


The systemic risk that these HFT-strategies caused is putting the market workings and 


investors’ trust in jeopardy. When an algorithm goes off-course and causes some shares 
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to be sold for as little as 1 cent or as much as 100,000 US dollars
1
, we need to try and 


establish who is to take responsibility. If a human trader uses their power to manipulate 


the markets, there is clear responsibility and an established procedure to find out intent 


and therefore culpability. The current position regarding algorithmic trading is less 


clear-cut. When a rogue program upsets a market’s normal functions, it has yet to be 


established how the blame can be apportioned to ensure that participants have a clear 


reason to avoid that action in future trading. 


 


Responses to Questions 


Response to the 14 questions posed in the consultation paper. 


S/N Question Response 


1.  What impact have the technological 


developments in the markets in recent 


years had on your own trading? Has it 


encouraged, discouraged or had no 


impact on your willingness to 


participate on the lit markets, and how 


does this differ between asset classes 


and/or instruments? 


I am an independent consultant who 


keeps my clients informed on the 


latest developments concerning 


regulatory compliance. What I have 


found from my interactions is the 


frustrations faced by some market 


players which are caused by the need 


for adherence with regulatory 


obligations and increased competition 


from sophisticated and better equipped 


market players with little or no regard 


to accountability or the risks 


associated with high frequency 


trading. 


2.  What are your views on the suggestion 


that proprietary trading firms 


(including HFT firms) that are not 


currently subject to 


registration/authorisation by a 


regulator should be required to obtain 


such a registration/authorisation? Are 


there specific regulatory requirements 


you believe such firms should face?  


To what extent do your answers differ 


if the proprietary trading firm accesses 


the market as the customer of an 


intermediary firm through DEA (i.e. 


under that intermediary’s trading 


A market-wide definition needs to be 


agreed upon before registration 


becomes a viable option.  We also 


need to see how the 


registration/authorisation system 


works in practice.  


Firms that access the market through 


an intermediary should be required to 


adhere to the intermediary’s rules 


which will be under the aegis of the 


market general principles of operation. 


                                                 
1
 Refer to "The Race to Zero" speech by Andrew G Haldane, Executive Director, Financial Stability and 


member of the interim Financial Policy Committee, Bank of England. 


http://www.bankofengland.co.uk/publications/speeches/2011/speech509.pdf 



http://www.bankofengland.co.uk/publications/speeches/2011/speech509.pdf
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rules/codes) rather than as a direct 


member of the market itself? 


3.  What recommendations, if any, would 


you propose to strengthen the 


regulatory requirements around pre- 


and post-trade risk controls? In 


particular, what measures, if any, do 


you think regulators should introduce 


that relate specifically to the use of 


and risks posed by algorithmic trading 


and/or HFT? 


At a market level: 


3a) HFT traders if registered could be 


monitored;  


3b) Speeding limits (i.e. limits on 


either the entry/removal or 


cancellation of orders) could be 


introduced whenever HFT comprised 


more than 50% of the bid/ask volume 


within 2 price steps;  


3c) Each market could have price 


change limits but they need to be 


harmonised across all trading venues;  


3d) Regulators could develop a list of 


principles that HFT traders should 


follow or perhaps be able to articulate 


how they are meeting them. 


4.  To what extent do you believe the use 


of trading control mechanisms such as 


circuit breakers and limit-up/limit-


down systems by trading venues 


should be mandated? If you believe 


they should be mandated, should 


venue operators be permitted to design 


their own controls or should they be 


harmonised/coordinated across venues 


(including between interrelated 


instruments such as a derivative and 


its underlying)? 


The use of circuit breakers is a 


necessary implementation that should 


be accepted across the platforms. 


Limit up/limit down systems are 


proving to be a very useful tool with 


the ability to safe guard against fat 


fingers and wild algos. 


5.  To what extent do you believe market 


maker schemes offered by trading 


venues should be subject to mandatory 


minimum criteria? Should the criteria 


be determined by the trading venue 


alone? To what extent do you agree 


with the suggestion that the use of 


stub quotes should be prohibited? 


HFTs and algorithmic trading have 


now redefined the position of market 


makers to the extent that they are now 


often the de facto market makers as 


many of the traditional market makers 


have pulled out of the market. This 


issue is symptomatic of the situation 


and not causal therefore I see stub-


quotes are operating as intended. They 


are a key factor in how trading venues 


compete against other exchanges. 


6.  Do you have suggestions for 


improvements to regulators’ 


Key information should be 


standardised to allow quick cross-
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surveillance capabilities with respect 


to the markets and modern trading 


techniques? Please elaborate.    


Who should bear the cost of investing 


in such capabilities and the cost of 


operating and supervising the markets 


in order to ensure fairness among 


market participants? Please elaborate. 


venue comparisons for the regulator. 


Algorithmic trading should be 


categorised with any company 


applying a new technique obliged to 


submit key indicators to the regulator 


with the option of requiring further 


investigation. 


The SEC needs to better utilise its 


resources, increase its speed of 


reviewing money managers and 


brokerage firms and increase its staff. 


Funding will partly come from (Self-


Regulated Organizations) SROs and 


partly from the government. There 


should be a reduction in the number of 


incidences of conflicts of interests. 


7.  What do you perceive as the major 


causes of settlement indiscipline and 


settlement failures? What steps, if any, 


do you believe regulators should take 


to address these causes? 


On public equity markets, there should 


be meaningful penalties imposed for 


failure to settle on time. 


8.  Have the appropriate steps been taken 


to limit or manage conflicts of interest 


that arise where an investment firm 


simultaneously conducts client-


serving activities and proprietary 


trading or a trading participant is also 


a shareholder in a venue on which it 


trades? If you believe conflicts 


management is inadequate, please 


explain how this manifests itself and 


any recommendation you have for 


how conflicts management could be 


improved. 


No comment. 


9.  Do you think existing laws and rules 


on market abuse and disorderly 


trading cover computer generated 


orders and are relevant in today’s 


market environment? 


The market guiding principles need to 


be reassessed with reference to 


algorithmic trading. 


10.  Are there any strategies employed by 


HFT firms that raise particular 


concerns? If so, how would you 


recommend that regulators address 


Strategies that result in a rogue 


algorithm appearing due to the speed 


of the trading are of particular 


concern. 
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them? Assuming HFTs are required to be 


registered, it would be good practice if 


HFT firms were required to undertake 


an annual process of certification with 


respect to their algorithms. That 


process should include a description 


explaining in simple terms the 


objective of the algorithm, the risks 


identified in its operation and controls 


employed to mitigate those risks. 


11.  Should charges or fees be imposed on 


messages, cancellations or high order-


to-trade ratios? If so, how should the 


fees or charges be determined and on 


what basis? 


The cost of the high order-to-trade 


ratios is currently being met by all 


market participants, which imposes an 


unfair burden on non-algorithmic 


trading systems. One possible answer 


is to follow Canada’s approach of 


imposing a per message fee. 


12.  Should market operators be required 


to make their co-location services 


available on a fair and non-


discriminatory basis? 


Co-location should be open to all, but 


must be subject to price and demand 


fluctuations. 


13.  Should market operators be required 


to provide testing environments to 


enable participants to stress test their 


algorithms? If so, what kinds of 


minimum requirements are 


reasonable? 


This sounds a good idea. As to the 


technical requirements, it is hard to 


indicate specifics due to the various 


platform types currently adopted. The 


IOSCO Technical Committee could 


consider a separate consultation on the 


platforms used by exchanges in 


Europe, the US and Asia Pacific.   


However, this kind of testing would 


be secondary in ensuring robust 


controls are added to Algos (if they 


are considered systemically 


significant). 


14.  To what extent do you have other 


comments related to the risks to 


market integrity and efficiency raised 


by the issues in this report? 


Due to the rapid nature of change 


concern trading strategies, care needs 


to be taken to ensure the situation is 


not made worse by regulations 


implemented with negative 


consequences. Regulations should be 


so drafted as to be applicable 


notwithstanding future changes in 


technology. 
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Conclusion 


I fully support IOSCO’s goal to formulate some high level standards with respect to the 


functioning of non-human or automated trade execution and the supervision of these 


trading venues. I believe the principles in IOSCO’s consultation paper are an important 


step in the right direction on the fairness, efficiency and integrity of the markets. There 


should be non-discriminatory trading access for all interested market participants. 


Market supervision of these advance technologies will ensure accountability of every 


participant. 


In case you might have any questions or you would like to receive additional 


explanations following my response, please do not hesitate to contact me at +61 41 675 


9910. 


Thank you. 


 


Yours sincerely 


Crispin Yuen, CAMS, CISSP, CISA 


 


About Crispin Yuen 


Crispin is a regulatory compliance specialist providing independent consultation and 


advisory services to financial services organisations in the Asia Pacific region. He runs 


an integrated knowledge sharing platform for managing regulatory compliance risks 


and controls. In his last role, Crispin was a compliance manager in a large European 


investment bank performing compliance monitoring, surveillance and investigations. An 


ex-auditor and forensic financial crime consultant from two of the Big-4 accounting 


firms, Crispin has extensive experience in Sarbanes-Oxley (SOX) compliance, 


information security, risk and controls, anti-corruption and bribery, anti-money 


laundering and counter-terrorist financing. He has previously worked in global banking 


organisations located in Singapore and Australia. Crispin developed his specialisation 


in financial sanctions compliance and compliance monitoring.   


Crispin provides advisory services to financial institutions on their compliance 


monitoring framework to raise its compliance culture across their organisations. 


Compliance monitoring includes the detection of market misconduct, mis-selling, 


insider trading, breaching of Chinese walls and employees trading outside of the 


compliance approval process. 


Crispin focuses on helping compliance professionals in understanding and simplifying 


the relationships between the various regulatory obligations and their business. He is a 


strong supporter of utilising real-time information, advanced technology and 


transparent risk and control systems to ensure the longevity of their compliance 


framework.  


Crispin is a Certified Information Systems Auditor (CISA), a Certified Information 


Systems Security Professional (CISSP) and a Certified Anti-Money Laundering 


Specialist (CAMS). 
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Comment Letter to IOSCO: Cost Benefits of Technology  
By Adam Sussman, Partner & Director of Research 


 
First, we would to thank IOSCO for producing the consultation report on 
Regulatory Issues Raised by the Technological Changes on Market 
Integrity and Efficiency. Transparency is an important characteristic of our 
financial markets, including the view of regulators and this document 
sheds a lot of light on current thinking in regulatory circles.  
 
Our comments below represent the view of TABB Group and based on 
data and insights formed through the hundreds of conversations we have 


each year with market participants each year around the globe, including asset 
managers, hedge funds, broker/dealers, exchanges, alternative trading systems and 
multi-lateral trading facilities, regulators, clearinghouses, lawyers, custodians, and 
technology vendors.  
 
The structure of this letter is twofold: An overall opinion regarding the role of technology 
on market integrity and efficiency that follows the issues covered in Chapter 2 of the 
IOSCO document, followed by responses to several of the questions posed in the 
Conclusion. 
 
Overview 
Investors measure the perceived opportunity of the market alongside the integrity of the 
market. As long as the opportunity of a market is greater than the potential losses 
incurred by certain structural flaws, investors will continue to invest.  The most important 
components of a market are related to a participant’s ability to gauge the opportunity, i.e. 
corporate fundamentals. For example, the recent scandal regarding certain Chinese 
reverse-merger entities is among the most damaging to a market’s integrity because it 
brings into the question the reliability of the data used to gauge opportunity.  
 
While market integrity is critical to creating a well-functioning capital market, investors 
are likely to forgive excessive barriers or flaws in a market in proportion to the perceived 
opportunities. A simple example of this is that lots of investment firms take on significant 
counterparty risk to access exposure to equity markets that do not allow foreign direct 
ownership, impose hefty taxes, or other barriers to investment. The financial risk 
associated with these transactions is less than the opportunities.  
 
This line of reasoning does not diminish the importance of technology and its role in 
market integrity but rather aims to put the role of market microstructure and technology 
in the broader context of global capital allocation. Simply, put we do not believe that 
fundamental investors are allocating funds away from the US because they believe that 
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technological change has altered market integrity.  
 
Indeed, TABB Group believes that the degree to which technological advancements 
have taken place in certain markets reflects the overall integrity of that market. If the 
intellectual value-add of two investors is equivalent then the means of competition must 
come from other ways, e.g., management fees, expense ratios and transaction costs. In 
other words, two firms that highly similar performance characteristics will compete on the 
basis of who can generate and implement the investment decision faster and cheaper. 
Thus, the technological advancement present in financial markets is actually emblematic 
of fairness in other regards.  
 
However, TABB Group believes that the international community is correct in asking 
whether the certain technological advancements have conferred an unfair advantage to 
a certain class of investors. In this context, we define unfairness as the presence of 
privileged relationships that create a protected class of firms.  
 
Market Fragmentation and Dark Liquidity 
Technology is a necessary but insufficient cause of fragmentation. Without regulatory 
changes, most markets would still be devoid of competition. Conversely, there are plenty 
of current examples of fully automated markets without any competition. Thus, we 
believe the issues of technological advancement and market fragmentation, while clearly 
related, ought to be measured and regulated separately. Indeed, many of the academic 
papers cited in the IOSCO paper, at least implicitly or for practical matters have taken 
this approach.  
 
As far as dark liquidity is concerned, dark environments are important because they offer 
stepping stones away from the darkest, unseen space on the buy-side trader’s desktop 
in a way that offers variety and choice. When there is choice, the buy side has a greater 
chance of finding a strategy that closely matches the intent, and therefore there is a 
greater chance of order flow joining the executable liquidity in the marketplace. But dark 
liquidity is only worth paying for if it provides the level of execution quality and integrity 
expected. 
 
Furthermore, one of the reasons we will continue to see innovation in dark liquidity (and 
more broadly, exchange order types) is because some of the basic means of 
competition are limited. The technologies used to more efficiently provide liquidity to the 
market are also used to implement abusive trading strategies. A market that is designed 
to promote competition is inherently subject to more abuse. Conversely, a closed market 
will be safer but more expensive. The nice thing about the markets that have been 
created over the last ten years is that end users can choose between a more open 
market (lit) and closed market (dark) that are brought together through varying degrees 
of post-trade transparency.  
 
Direct Electronic Access 
It is TABB Group’s opinion that many regulators around the world have or are in the 
process of proposing and implementing reasonable controls to guard markets from 
potential glitches in algorithmic trading systems and malicious attacks. However, we do  
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not believe that technology has inherently increased the risks facing the market and 
therefore do not believe that any exchange-based controls specifically designed to 
reduce technology’s impact on the risk of trading ought to be considered, such as 
throttling incoming orders into the market or imposing Pigovian taxes on cancellations, 
etc. The onus ought to remain on the sponsoring broker.  
 
Co-location 
TABB Group believes that as long as co-location is not priced or distributed in such a 
way as to create privileged access that it is a natural and fair means of competition for 
exchanges. However, we believe that co-location must not be granted through privileged 
means, and that the service must not be priced in such a way that it creates an exclusive 
advantage. While this could be somewhat subjective criteria, we believe that because 
speed has become a more valuable asset, it needs to be more widely available.   
 
Tick Sizes 
Tick size is perhaps the most complex question raised in the paper. Academic papers 
cited in the IOSCO report and elsewhere demonstrate that the reduction of tick sizes 
have dramatically reduced effective spreads and led to significant savings for investors. 
On the other hand, executing block trades has become more difficult and institutional 
investors claim that this difficulty often translates into higher overall transaction costs in 
the form of market impact and/or opportunity costs.  
 
At the heart of the issue is whether regulators ought to steer the market further in the 
direction of institutional orders, at the expense of the retail. For example, TABB Group 
estimates that widening the tick size in the US by three-quarters of a penny would 
increase implicit costs of liquidity takers attributable to effective spreads by $46B. This 
would need to be weighed against the potential savings institutional investors would gain 
from increased depth at the inside. But make no mistake, retail orders would suffer.  
 
There are two considerations here: Should the tick size or increment be limited, and 
should it be regulated. Given the forces of competition, as IOSCO notes, that negated 
the gentleman’s agreement in Europe after a ‘tick war’, we believe that the need for 
regulated uniformity outweighs the right to compete. The tick increment is regulated in 
the US without apparent or undue harm.  Uniformity across market centres serves to 
ensure the quality of the quote, and this uniformity should be expressed in tick 
increments. A quote that is stretched to multiple decimal places with the sole purpose of 
displaying the best price in the market does not add value to the market and prevents 
liquidity forming at common price points. If this differs across markets, it adds to the 
onus on market data due to more price levels down the order books and requires further 
slicing of orders into the market to ensure participation at every price. This ultimately 
works against the investor. 
 
High Frequency Trading 
High Frequency Trading includes market making, automated directional (day trading), 
and statistical arbitrage.  We believe that the importance of latency to those strategies 
follows the order listed above.  However, none of these strategies exist solely because 
of technological advancements. Rather, technology has become a critical factor of 
success for those strategies. Speed is necessary but insufficient.  
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It is also unlikely that technological advantages alone create the unfairness that drives 
some market participant into the dark. It is quite possible to have a completely 
automated consolidated limit order book with strict market making obligations and tightly 
controlled market access. In that environment, certain strategies would still compete on 
speed. Therefore, we do not see technology itself as a mechanism for unfairness. 
Rather technological advancement merely highlights the degrees to which particular 
strategies benefit from speed. Capacity is constrained by holding period; therefore 
duration and capacity are closely correlated. Therefore, much of the cost HFT strategies 
incur (and the increasing costs) are primarily borne by the HFT segment itself.   
 
Abusive trading patterns have existed long before automated trading; indeed, the move 
toward more open, transparent markets occurred because of the abuses that occurred in 
pre-1987 US equity market structure. While nearly all research indicates that the 
markets are more efficient because of the move toward automation, it does not mean 
that abuse has been stamped out. A subset of abusive, or predatory, trading certainly 
occurs under the auspices of high frequency trading.  
 
As IOSCO quoted in its paper, TABB Group estimates that HFT accounted for 56% of all 
US equity share volume in 2010. However, in order to address the concerns of some 
market participants, it is important to further segment HFT volume.  First, we count all 
registered market making activity as HFT. Second, a significant portion of liquidity 
provisioning is conducting by the contemporary equivalent of market makers; capturing 
spread in single names and spread-equivalent opportunities across securities with highly 
similar exposure characteristics, e.g. ETFs, ETF options, single stock options and 
futures, and index options and futures. TABB Group estimates that these activities 
accounted for 75% of HFT activity. Third, TABB Group estimates that short-term 
statistical arbitrage opportunities or directional account for at least 15% of HFT activity.  
Therefore, we believe that the maximum potential of abusive or predatory trading 
strategies is less than 10% of HFT volume or 6% of total volume.  
 
TABB Group estimates that profitability of all HFT strategies attributable to US equities in 
2010 was $5.7B. However, we do not believe that the profits can be divided according to 
market share. Our hypothesis is that predatory and abusive trading practices have a 
much smaller per share profit, and therefore only capture 3% of the $5.7B, or $171mm.   
Our breakdown of HFT volume is based on interviews with dozens of firms who fall into 
these categories, however the types of strategies the firms engage in and the associated 
volumes are self-reported. Therefore, our estimate should be used as a starting point to 
engage in a dialogue on the cost-benefit analysis of High Frequency Trading and 
proposed market structure regulations.  
 
Cost-Benefit Analysis 
TABB Group estimates that US open-end investment funds generated $43B in 
management fees from US equity investments. And that doesn’t even include ETFs, 
closed-end funds, separately managed accounts and hedge funds. It does not appear 
that the asset management industry lacks the economic means to protect itself against 
any alleged parasitic practices. In all likelihood, the industry implicitly acknowledges that  
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the cost of the threat is negligible and its resources are better spent on other projects 
that can deliver greater value to its clients and investors.  
 
Similarly, the asset management industry paid an estimated $15B in commission dollars 
for US equity trading (figures for other regions available upon request) to broker/dealers. 
It does not seem unfair to wonder why the broker/dealers could not protect clients 
against abusive trading patterns through minor investments in trading intelligence and/or 
technology. In fact, many broker/dealers have being doing this for years. Thus, it is our 
conclusion that the buy side and their brokerage partners recognizes that abusive 
trading patterns are a negligible part of the market and rationally conclude that the costs  
necessary to eliminate 100% of all trading abuses would greatly exceed the benefit.  
Indeed, among the latest developments in algorithmic trading include brokerage firms 
incorporating some of the same alpha-generating techniques present in legitimate HFT 
strategies (see TABB Group’s report, “High Frequency for Long Only”) into the execution 
strategies available to clients. The potential benefit to end users is much higher. Indeed, 
we are now witnessing firms who once only executed HFT strategies on their own behalf 
offer those services out on an agency basis. This further demonstrates that technology 
and technology-enabled services become commoditized and thus more widely available 
over time.   
 
Exhibit 1 
Relative Size of US Institutional Cost Components 


 


$46B
US Equity Mutual Fund 
Management Fees


$13B
US Equity Institutional 


Commissions


$5.7B
US Equity HFT 


Trading Revenue


$171MM
US Equity Predatory Trading 


Revenue Estimate   
 
Source: TABB Group 
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Furthermore, we believe that many of the legislative solutions necessary to reduce 
transaction costs due to perceived bias in the current market structure would cost more 
than the benefits that could be delivered.  
 
If regulators believe that the industry does not have the necessary incentives to further 
reduce transaction costs, then additional legislation may be warranted. But a proper 
cost-benefit analysis ought to be performed before recommending specific guidelines. 
Furthermore, the guidelines need to be set in conjunction with the different needs of 
varying market centers. Below are our preliminary thoughts on the cost-benefit of various 
solutions.  
 
 The SEC real-time audit trail. This was initially proposed to cost $4b to develop and 


$2b a year to manage. Even at the lower end of the estimated costs, a real-time 
audit trail would constitute 13% of the institutional equity trading revenues.  
 


 Wider spread/tick size: If the minimum tick size was expanded by one tick or 1c, 
that would equal a maximum of $17.5b per year (a maximum assumes that all 
stocks are quoted at the minimum). Given the fact that almost all academic 
research shows that transaction costs have fallen since the introduction of smaller 
tick sizes, we find it hard to believe that raising tick sizes would pass any 
reasonable cost-benefit analysis.  


 


 If we taxed cancelations, it would have the same effect of increasing the tick size. 
However it would not be as great as to increase the tick size one full increment, but 
a fraction of that. Even if the taxing cancellations increased the effective spread by 
1/100 of a cent, or one mil, it would cost investors (at the current volumes), a 
maximum of $175MM. This would be about equal to the maximum full amount of 
our market abuse estimate. Most likely the cost of implementing a cancelation tax 
would be at least equal to the amount of the tax, plus or minus a liquidity factor that 
would be dependent if the tax either increased or reduced liquidity.  
 


Conclusion 
TABB Group believes that well-functioning equity market structures are critical to the 
success of the global economy. Markets around the world have taken positive steps 
toward easing access, increasing automation and lowering explicit and implicit trading 
costs. Variations in how these goals are achieved are acceptable as the role of an equity 
market is different depending on the overall economic status of the country.  
 
Technology is not in and of itself a primary causal factor of change in the evolution of 
equity market structures, but rather an enabler of the changes regulators legislate. 
However, regulations do need to consider the role of technology, the US-passed Market-
Access rule being exemplary of this need. TABB Group believes that if framed 
appropriately, technology will continue to deliver benefits to the industry. Viewing 
technology as a threat, or as an enabler of abusive trading practices, is at odds with the 
overwhelming majority of academic and independent research. 
 
TABB Group believes that the next step ought to be the creation of an industry working 
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group to address what regulations and/or market-based solutions can be implemented to 
deliver increased market stability, lower trading costs and systemic risk measurement 
and controls.  
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12 August 2011 


 


Dear Mr Bijkerk, 


 


Re: Your consultation on “Regulatory issues raised by the impact of technological 


changes on market integrity and efficiency” 


 


We welcome the opportunity to comment on the consultation report on the impact of technological 


changes on market integrity and efficiency. 


 


In general we agree with your observations about recent developments.  We do note that the 


technical advancements discussed in the consultation paper are designed to automate or 


accelerate what has historically been done manually.  Therefore, while the existing principles 


underlying the regulatory framework probably do not need to be amended extensively to provide 


for technological changes, an analysis of certain issues is warranted.  Our main concerns are: 


 


The development of rules on high frequency trading 


 When developing recommendations it should be taken into account that markets are 


increasingly global and that increasingly inter-linkages occur between asset classes. 


 Generally, the presence of high frequency traders in markets has had a positive impact on 


liquidity and trading costs. 


 “High frequency trading” is hard to define as it is a term that is commonly used for a large 


spectrum of activities including:  index arbitrage, liquidity provision, statistical arbitrage, cross 


venue arbitrage, retail customers using online broker tools and buy side investors using 


algorithms. 


 


The importance of appropriate regulation 


 Regulatory uncertainty impacts trading volumes, to the detriment of prices.  In addition to 


financial stability, any regulatory recommendations should aim to regain customer 


confidence by focusing on protecting investors, maintaining fair, orderly and efficient markets 


and facilitating capital formation. 


 It is important that regulators stay abreast of technological developments and build and / or 


maintain sufficient expertise and tools to survey the market appropriately. 


 Any recommendations should be proportional to the objectives they are trying to achieve and 


be subject to a thorough cost benefit analysis for all market participants. 
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Risk controls and trading safeguards 


 Trading safeguards such as circuit breakers, limit up / limit down collars and market maker 


requirements are important, but the design needs to be analysed thoroughly to assess the 


impact on market participants including liquidity providers. 


 Consistency across markets is essential for investor confidence.  In this context we 


emphasise the importance of more harmonised risk controls at the exchange level as well as 


a more consistent approach by exchanges to erroneous order handling rules and excessive 


price movements.  Execution venues should not “compete” on risk controls.  


 


Please find our answers to your specific questions in the annex. 


 


We trust the comments in this response are helpful.  Please let us know if we can provide any 


more detail about these issues. 


 


 


Yours sincerely, 


 


 


 


 


 


Andrew Procter 


Global Head of Government & Regulatory Affairs
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Annex – Questions 


 


1.  What impact have the technological developments in the markets in recent years had 


on your own trading?  Has it encouraged, discouraged or had no impact on your 


willingness to participate on the lit markets, and how does this differ between asset 


classes and / or instruments? 


Impact of technological developments 


Recent technological developments, most notably the growth of algorithmic trading and high 


frequency trading, have had a positive impact on markets, especially with regard to price 


discovery and liquidity.  For equities, this is illustrated, for example, in the graph below. 


 


 


 


 


 


 


 


 


 


 


Our observations do not differ materially by asset class. 


As with equities markets, in listed derivative markets the most obvious difference technology has 


made is speed.  The speed with which orders are placed and computed has resulted in risk 


management having to take place in real time.  It has also led to the development of low latency 


market aggregation and smart order routers.  Further, new trading technologies have had an 


impact on market infrastructure, which can be seen in the increase in straight through processing 


and, as volumes increase with easier access to markets, more settlements of trades.  All of this 


has led to the development of faster and more sophisticated matching engines at the “back-end” 


of the trade cycle. 


Our willingness to trade 


The technological improvements have not affected our willingness to participate in markets.  


However, technological advances have given us the opportunity to use alternative venues, which 


provide additional sources of liquidity and reduce information leakage.  Technological 


developments have also led to new opportunities for product development.  DB has, for example, 


developed algorithms that clients can use to compete in the new and faster HFT markets without 


having to develop independent infrastructure or co-location services and without incurring 


development costs. 


 


2.  What are your views on the suggestion that proprietary trading firms (including HFT 


firms) that are not currently subject to registration / authorisation by a regulator should be 


required to obtain such a registration / authorisation? 







 


4 


 
  


Are there specific regulatory requirements you believe such firms should face? 


To what extent do your answers differ if the proprietary trading firm accesses the market 


as the customer of an intermediary firm through DEA (i.e. under that intermediary’s trading 


rules / codes) rather than as a direct member of the market itself? 


A trader who can enter orders into a public trading venue directly – i.e. without a third party 


imposing pre-trade checks – should require authorisation.  Relevant authorisation criteria would 


relate to systems and controls, market integrity, business conduct regulation and fitness and 


propriety of management.  On the condition that firm risk controls are required to be in place, we 


do not believe they should have to adhere to the full prudential standards expected of, for 


example, investment firms. 


We believe that a customer who has access to the market through DEA should not be subject to 


authorisation.  The firm providing DEA has a responsibility to ensure that the customer has 


sufficient systems and controls in place and that it operates within the confines of regulations and 


the general interest of market integrity.  Requiring DEA customers to obtain an authorisation 


would saddle them with a large expense which would not be proportionate to their actual activities 


on the markets and the risks that these activities pose.  This creates the risk of liquidity providers 


leaving the market. 


Finally, it is sometimes suggested that high frequency traders should be authorised as such.  We 


would not agree.  Traders should be authorised for the type of activities they undertake on the 


markets, not for the way they undertake it.  Additionally, we do not feel that a clear definition of 


high frequency trading could be formulated as activities of those entities commonly seen as high 


frequency traders diverge greatly. 


 


3.  What recommendations, if any, would you propose to strengthen the regulatory 


requirements around pre- and post-trade risk controls? 


In particular, what measures, if any, do you think regulators should introduce that relate 


specifically to the use of and risks posed by algorithmic trading and / or HFT? 


After the “flash crash” in the US, the immediate causes were remedied.  Competition between 


exchanges to attract high frequency business resulted in an absence of prudent risk controls.  


This led to erroneous order handling, inappropriate controls around stop loss orders and stub 


quotes (allowing market makers to buy at $0.01 or sell at $999,999.999 if they did not want to or 


could not provide liquidity).  As a result of the remedial measures that were taken in the US, we 


believe that there is a much stronger regulatory framework around algorithmic trading / HFT. 


We note that risk controls for algorithms and / or HFT do not have to differ materially from 


controls for “traditional” trading strategies.  As we mentioned under Q1, new technologies do not 


alter the basics of buying and selling or the associated risks.  What has changed is the need for 


“real time” risk controls due to the speed at which the trading takes place. 


Examples of controls employed by firms for algorithms and HFT are: 


 Mass order cancel 


 Single order cancel 


 Modify / remove restrictions from the restricted list 


 Modify daily consideration limits 


 Modify maximum order cap limits 


 Stop trading 
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In addition to those we list under Q4, examples of controls trading venues should have in place 


are: 


 Restricted list validations 


 Daily limit validation 


 Total daily limit 


 Per order limit 


 Price tolerance check  


 Maximum order cap limit 


 


In general, we feel there is scope for introducing more consistency in the way trading venues and 


investment firms approach and implement risk controls in order to avoid regulatory arbitrage 


between venues.  Exchanges and other trading platforms are crucial in establishing these 


controls and making sure that they continue to work. 


Additionally, we would welcome guidelines for risk controls for firms.  While a certain level of 
prescription in these guidelines would contribute to consistency and a common understanding in 
the markets of minimum expectations of regulators, any guidelines must allow firms to develop 
risk controls that best fit their specific organisation, clients, services and – consequently – their 
individual risk assessments.  


Any regulatory requirement should be flexible enough to address emerging risks or specific 


algorithms, but –importantly - should not form a barrier for new developments.  


 


4.  To what extent do you believe the use of trading control mechanisms such as circuit 


breakers and limit-up / limit-down systems by trading venues should be mandated?  


If you believe they should be mandated, should venue operators be permitted to design 


their own controls or should they be harmonised / co-ordinated across venues (including 


between interrelated instruments such as a derivative and its underlying)? 


Limit-up / limit-down systems 


We support the mandating of circuit breakers and limit-up / limit-down systems.  By creating a 


system where trades may occur within a band and where this band may be adjusted in case of 


“real” price moves, it is ensured that in thin markets small trades are not stopped from being 


executed.  This would render more crude measures such as suspending all trading in a stock 


unnecessary. 


The mechanism should meet the following requirements: 


 It should take into account cross product / cross market hedging. 


 The time priority of blocked orders should be maintained. 


 It should not be possible to cancel trades once executed as this would create uncertainty 


on the markets. 


 


The design of circuit breakers and / or limit-up / limit-down systems, needs to take into account 


the inherent conflicts of interests in systems that permit certain exchange members to gain more 


market share.  Any system should guarantee a level playing field for all market participants. 
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For a more detailed description of our approach to limit up / limit down systems please see our 


letter on this subject to the SEC (dd. 23 June 2011). Link: http://www.sec.gov/comments/4-


631/4631-12.pdf  


Risk controls 


In general, controls should be harmonised across venues.  This is clear, for example, from the 


dynamics on 6 May 2010 around the Liquidity Replenishment Point– which was only in place on 


the New York Stock Exchange and NASDAQ and which caused trades to flood away from these 


exchanges to other venues thus becoming a major catalyst of the decline in prices.  This is well 


described in the CFTC-SEC report into the Flash Crash. 


In addition to, or as part of, more harmonisation of risk controls, exchanges in general should be 


much more transparent about the risk controls that they have in place and the objectives of these 


controls.  Non-transparency leads to uncertainty for firms and investors.  Due in part to a lack of 


transparency, at this time we are not confident that exchanges are taking account of the full range 


of risks associated with trading. 


Another reason for the present lack of harmonisation of risk controls are differences in the 


approaches between exchanges and regulators.  For example, the SEC has implemented 


prescriptive risk management requirements in its Rule 15c3-5 “designed to prevent the entry of 


orders that exceed appropriate pre-set credit or capital thresholds”, while the FSA adheres to the 


more general principle of exchanges having to take “reasonable care to organise and control its 


affairs responsibly and effectively, with adequate risk management systems.”  Although general 


statements of principle have the benefit of flexibility, a certain degree of prescription could 


enhance harmonisation and clarity for firms.  As an example of a more prescriptive requirement, 


exchanges could reject buy orders that are placed more than a prescribed number of ticks (or 


percentage) higher than the offered price or fair value.  Likewise, a sell order could be rejected 


when it is lower than a prescribed number of ticks (or percentage) from the bid price or fair value. 


Finally, availability of data is an integral part of risk controls both at exchange and at firm level. 


Trade data provided by exchanges generally needs to be adjusted by firms in order for it to be 


useful for monitoring purposes. We would recommend that all exchanges make trade data freely 


available as part of their service to members. 


 


5.  To what extent do you believe market maker schemes offered by trading venues should 


be subject to mandatory minimum criteria? 


Should the criteria be determined by the trading venue alone? 


To what extent do you agree with the suggestion that the use of stub quotes should be 


prohibited? 


Who should bear the cost of investing in such capabilities and the cost of operating and 


supervising the markets in order to ensure fairness among market participants?  Please 


elaborate. 


In our view, general guidelines should underlie market making in order to retain robustness of 


markets.  Market making is an area on which function venues compete and seek to differentiate 


themselves.  The suggestion that market makers should be required to play a certain role that is 


prescribed by regulatory requirements seems inappropriate. After all, if a market maker cannot or 


does not want to take on certain risks, it should not be forced by regulation to do so. 



http://www.sec.gov/comments/4-631/4631-12.pdf

http://www.sec.gov/comments/4-631/4631-12.pdf
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Exchanges should, therefore, be able to determine criteria based on general – harmonised -


principles, most notably the existence of sufficient and consistent controls.  It should be possible 


for them to offer appropriate benefits to market makers in order to offset the risks they will take on 


in the role of market maker.  In this context, trading venues should bear the cost of operating and 


supervising the markets. 


We agree that the use of stub quotes should be prohibited. 


 


 6.  Do you have suggestions for improvements to regulators’ surveillance capabilities with 


respect to the markets and modern trading techniques?  Please elaborate. 


Regulators should provide regulator updates to the market on their primary risk concerns.  They 


should also identify areas in which firms have an information advantage and can, therefore, 


provide complimentary surveillance capacity. 


Consistency of data and data formats would also be an important gain in improving surveillance 


capabilities.  This could be obtained, for example, by the adoption of a legal entity identifier (LEI). 


Harmonisation of symbology is also important. 


Additionally, more cross border and cross asset class co-operation between regulators and – as a 


result - more consistency in their approaches, would allow firms and venues to adopt more 


consistent controls and techniques as well, thus optimising surveillance capabilities. 


Finally, we note that regulators will only be able to maintain appropriate surveillance capabilities 


with sufficient funds to invest in expertise and automated systems. 


 


7.  What do you perceive as the major causes of settlement indiscipline and settlement 


failures? 


What steps, if any, do you believe regulators should take to address these causes? 


Any innovation on the issuing or trading side increases complexity for the post-trading phase, 


which may increase costs or risk until the market has found a harmonised way of dealing with 


new requirements (for example, processing variable interest coupons is more complex than 


distributing interest calculated on fixed interest coupons).  It would be counterproductive to take 


measures that prevent such innovation as this would enforce a dated post trading environment 


designed at a certain moment in time, based on “old” IT and operational standards, both of which 


constantly evolve.  Robust stress testing of new requirements is needed (see our response to 


question 13). 


Settlement failures can be caused by a multitude of factors, which can be technical or operational 


(for example, wrongly formatted instructions or failure to input or send in time certain information 


to trigger processing).  The industry is working to automate processes to prevent such operational 


errors but they cannot be eliminated, especially as many investors communicate with their banks 


through different communication channels (which are not fully electronic). 


A fail can also be caused by a lack of cash or securities (assuming a delivery-versus-payment 


environment).  Trades typically involve a multitude of participants which need to be reflected in 


the settlement chain.  For example, an investor may ask a broker to acquire shares at an 


electronic trading system using a CCP.  The broker will then receive the securities in its 


settlement account and needs to create another settlement instruction to deliver the shares to the 


investor's custodian.  These back-to-back transactions could cause fails if the purchase of the 
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securities is not delivered in time, thus preventing the onward delivery.  Given the high number of 


transactions it can be difficult to identify the precise cause of failure. 


We agree that the objective of any regulatory approach should be to minimise settlement failures.  


However, the cost of addressing the entire settlement process increases exponentially as the 


percentage of settlement decreases.  Those markets which de-facto prevent settlement failures 


(e.g. through mandatory lending, or forced settlement) today are typically the most expensive and 


complex and therefore inaccessible for remote access by cross-border investors.  Hence, any 


effort should focus on standardised market practice whereby settlement discipline needs to be 


proportional in terms of costs and benefits.  It should be transparent so that market participants 


can clearly anticipate costs.  Also, certain flexibility in the settlement period should be provided to 


allow multi jurisdictional businesses to operate more efficiently. 


Finally, improving the safety of settlement should start well before the settlement process.  Both 


the regulatory community and the industry should continue efforts to work towards standardised 


communication standards and harmonised securities processing to prevent human error. 


 


8.  Have the appropriate steps been taken to limit or manage conflicts of interest that arise 


where an investment firm simultaneously conducts client-serving activities and 


proprietary trading or a trading participant is also a shareholder in a venue on which it 


trades? 


If you believe conflicts management is inadequate, please explain how this manifests itself 


and any recommendation you have for how conflicts management could be improved. 


Yes.  Investment firms that simultaneously conduct client-serving and proprietary trading activities 


must have strict and effective Chinese walls between the teams engaged in these activities, 


including physical segregation and strict restrictions on any information flows across the wall.  


Areas such as Prime Brokerage, which provide client portfolio management and trade services, 


maintain strict confidentiality of client positions, maintaining separation on many levels from the 


execution trading side of the firm. 


Where investment firms are shareholders in a venue on which it trades, there is a clear distinction 


between the roles as shareholder and liquidity provider.  As shareholders, investment firms 


support the success of the trading venue by providing input and guidance on the optimal structure 


of trading protocols and product offering, and / or committing to contributing prices and liquidity.  


However, their access to prices and liquidity will be on a level playing field with other participants 


as they interact with the venue as a trading partner. 


From a governance perspective, staff of member firms who serve as board directors of the 


company which operates the venue, have a fiduciary responsibility to act in the best interests of 


the trading venue.  Investment firms must manage their representation on competing platforms to 


avoid individuals becoming conflicted. 


User-owned market infrastructure companies have been important drivers of market innovation, 


providing an independent and neutral venue to deliver benefits such as increased automation and 


efficiency of trade processes, electronic trading of new products and systemic risk reduction 


through mechanisms such as clearing.  The support of the users is key to ensuring the success of 


these innovations, as the users provide both insight into the optimal design of the services and 


protocols, and customer flow to support the service once live. 
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Furthermore, mutually owned organisations are not unique to financial market infrastructure, and 


have in many instances been very successful at delivering attractive and competitive service to 


their users/owners and a wider set of customers. 


 


9.  Do you think existing laws and rules on market abuse and disorderly trading cover 


computer generated orders and are relevant in today’s market environment? 


We agree with your statement that HFT and market manipulation should be kept as two distinct 


concepts and should not be automatically equated. 


Market abuse and manipulation rules generally apply to specific instruments and conduct, not to 


methods of trading.  To the extent that computer generated orders relate to these specific 


instruments and activities, existing rules on market manipulation and market abuse suffice and 


are (or should be) an intrinsic part of existing risk controls.  To the extent that they are not 


(eg. commodity derivatives in the EU), the scope of the rules should be amended (as is being 


done in the review of MAD in the EU). 


We do not support proposals for deeming or other evidentiary provisions which reverse the onus 


of proof in cases of alleged market manipulation through HFT. 


 


10.  Are there any strategies employed by HFT firms that raise particular concerns?  If so, 


how would you recommend that regulators address them? 


We agree with your description of potential risks and the need of regulators to stay abreast of 


technological developments.  In this regard strong risk controls, most specifically at trading venue 


level are crucial.  Every market participant should be subject to pre-trade checks, which can be 


tested by regulators.  New algorithms should be part of New Product Approval (NPA) processes 


which assess a firm’s capacity to support the process and the potential interaction between the 


algorithm and the exchange trading rules. 


 


11.  Should charges or fees be imposed on messages, cancellations or high order-to-trade 


ratios?  If so, how should the fees or charges be determined and on what basis? 


Excessive cancel and correct activity on the markets increases market data capacity constraints 


on data feeds.  Therefore, we would agree with the introduction of a way to manage this as far as 


it concerns truly excessive levels of cancellation volumes.  One possibility for reducing the 


amount of market data generated by unfilled orders could be a gradually increasing fee that 


makes fill ratios beyond a specific level less and less economically attractive.  A condition for this, 


however, would be less market data fragmentation, specifically in Europe.  Also, increased fees 


should not be a reason for exchanges and other related parties not to invest in data capacity. 


 


12.  Should market operators be required to make their co-location services available on a 


fair and non-discriminatory basis? 


We agree. There is a limited supply of co location facilities available and therefore there is a risk 


that providers of those facilities charge unreasonably large fees or artificially restrict the number 


of positions available.  


 







 


10 


 
  


13.  Should market operators be required to provide testing environments to enable 


participants in stress test their algorithms?  If so, what kind of minimum requirements are 


reasonable? 


Where market participants request this, market operators should provide a testing environment. 


This environment should mirror the real market. 


In addition, we note that if regulatory changes are introduced, a standard industry test should take 


place – in co-operation with operators, vendor market data providers and firms - in order to test 


impact. 


 


14.  To what extent do you have other comments related to the risks to market integrity 


and efficiency raised by the issues in this report? 


We note with concern that regulators increasingly favour lit over dark liquidity, in the interest of 


market integrity.  This is clear from principle 3 of IOSCO’s Principles for Dark Liquidity, as well as 


from the rules on dark liquidity that were recently proposed in Canada – partly based on principle 


3 -, which state that visible orders must be given priority over dark orders. 


Regulatory frameworks should not force liquidity on to lit venues, as there are fundamental 


reasons why investors want to trade their large orders in a dark pool.  As is well documented 


elsewhere, investors wanting to transact institutional sizes will not want to make these trades 


visible to the market neither as blocks nor as a series of smaller trades created by an algorithm. 
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Introductory Remarks 


 


Deutsche Börse Group (DBG) welcomes the opportunity to comment on the consultation 


report on „Regulatory Issues Raised by the Impact of Technological Changes on Market 


Integrity and Efficiency‟ published by IOSCO.    


 


Electronic trading is long established in the financial service industry. Technological changes 


have brought many positive effects to all market participants (e.g. electronic order 


management systems or execution algos for the buy-side). Orders are increasingly being 


generated by computers. High frequency trading (HFT) is a natural evolution of the financial 


markets, and not a new phenomenon. The majority of HFT based strategies contributes to 


market liquidity or to price discovery and market efficiency. Preventing these strategies by 


inadequate regulation or by impairing underlying business models through excessive burdens 


may trigger counterproductive and unforeseen effects to market quality. However, we believe 


that in general, any abusive strategies against market integrity must be effectively opposed 


by supervisory authorities. 


 


The discussion on HFT is often mixed with the US Flash Crash. The Flash Crash has nothing 


to do with HFT and was related to the specifics of the interlinked US market structures. We 


want to emphasize that there are effective mechanisms in place to prevent such market 


disruption in Germany and Europe.  


 


In the public debate, HFT is often associated with increasing volatility and is viewed critically 


by politicians. It is important to point out the positive contributions HFT makes to market 


quality, while taking the concerns in terms of the safety and integrity of markets very 


seriously as well. Unsubstantiated regulation of HFT could adversely affect the liquidity of 


trading venues and their innovation. Moreover, it could impair trading venues by pushing 


trading further towards less regulated platforms. 


   


We elaborate on principles raised in the consultation report in more detail below. 


 


Detailed Remarks on Questions 


Q1 What impact have the technological developments in the markets in recent years had on 


your own trading? Has it encouraged, discouraged or had no impact on your willingness to 


participate on the lit markets, and how does this differ between asset classes and/or 


instruments?  


 


From the perspective of a market operator, technological developments have altered the 


trading landscape intensely in the last years. As HFTs have a significant share in European 


order book turnover (according to Tabb Group it accounts for 40 percent in 2010) the 


market relevance of HFTs are obvious. This does not only require supervision but also 


transparency in order to ensure trust in securities markets. Trading venues must have the 
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technological capabilities to ensure handling of peak volumes and safeguards against 


technical failures in members‟ algorithms.  


The majority of HFT based strategies contributes to market liquidity, price discovery and 


market efficiency. This is true in particular for transparent and regulated markets: During the 


Lehman crisis, HFT have actively provided liquidity to the public and transparent order book 


markets, whereas bond trading – characterized by its bilateral and opaque nature – 


collapsed.  Preventing these strategies by inadequate regulation or by impairing business 


models through excessive burdens may trigger counterproductive and unforeseen effects to 


market quality.  


In contrast, markets with a low pre- and post- trade transparency do not contribute to price 


discovery and market efficiency, especially when liquidity is fragmented.  


 


Q2 What are your views on the suggestion that proprietary trading firms (including HFT 


firms) that are not currently subject to registration/authorisation by a regulator should be 


required to obtain such a registration/authorisation? Are there specific regulatory 


requirements you believe such firms should face?  


To what extent do your answers differ if the proprietary trading firm accesses the market as 


the customer of an intermediary firm through DEA (i.e. under that intermediary’s trading 


rules/codes) rather than as a direct member of the market itself?  


 


Exchanges and clearing houses already have strict admission criteria for trading and clearing 


members that ensure safe and sound conduct of business and orderly trading / clearing. We 


consider these requirements as very important independent of the registration / authorisation 


status of the trading firms. 


We believe it should be on high frequency traders to respond to the question of 


authorisation.  


However, with regards to DEA, we proclaim that no naked access should be allowed. A 


member who facilitates access is responsible for risk controls. The market operator can 


provide the member with various tools to support his efforts, but responsibility lies with the 


member.  


 


Q3 What recommendations, if any, would you propose to strengthen the regulatory 


requirements around pre- and post-trade risk controls? In particular, what measures, if any, 


do you think regulators should introduce that relate specifically to the use of and risks 


posed by algorithmic trading and/or HFT?  


 


Risk management at the source of the order flow is necessary to prevent algorithmic trading 


in general to harm financial markets. Thus, we recommend that HFTs should have 


sophisticated risk management tools and safeguards in place. It is essential to ensure that 


their algorithms are at all times under full control. Parties responsible for operating algos 
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must be accessible at all times. They should be able to deliver supervisory authorities with 


necessary data for investigation and back testing options1.  


 


However, effective risk management should not only be in place at the HFT level, but also at 


the trading venue level. DBG appreciates the idea that trading venues should have controls 


and procedures in place to mitigate the risks that are related to automated trading. We 


believe that operating a market implies the obligation to have systems and procedures in 


place to ensure orderly trading. In the following the controls for the Xetra system and the 


Eurex system are described in more detail. 


 


Eurex and Xetra have been constantly working on making sophisticated risk management 


tools available at both, the trading and clearing layer: 


 A technical throttle that limits the number of technical transactions that a single 


connection to the Eurex / Xetra system can send - to prevent “quote stuffing”.  


 Dedicated maximum order quantities - to prevent “fat finger” errors. 


 Volatility interrupt functionality - to ensure “sensible” trade prices. 


 Real-time position data provision and supplying risk data in real-time such as 


margin requirements - to serve as solid basis for members own risk management 


(Eurex only). 


 A stop button to allow members to inform the Exchange Management immediately 


to stop a trader and clearers to stop a non-clearing member - to allow members to 


react fast in case of a technical or operational problem (Eurex only).  


 Advanced risk protection functionality enables trading and/or clearing members to 


set up to three limits on aggregate risk metrics, such as the total margin 


requirement. Upon breach of the first limit, an alert message is sent. At the 


second limit, the system automatically throttles orders and quotes and at the third 


limit, the “stop button” functionality is automatically triggered, thus halting all 


trading activities (Xetra offers the same functionality in the largest part). 


 


Q4 To what extent do you believe the use of trading control mechanisms such as circuit 


breakers and limit-up/limit-down systems by trading venues should be mandated? If you 


believe they should be mandated, should venue operators be permitted to design their own 


controls or should they be harmonised/coordinated across venues (including between 


interrelated instruments such as a derivative and its underlying)?  


 


DBG believes that trading control mechanism should be mandated for trading venues. We 


believe that the trading venues should be permitted to design their own controls. Moreover, it 


is not advisable to interlink trading interruptions across venues. A trading interruption only 


sources local (order book) information. If a market observes an insufficient low level of 


liquidity in its order book, it cannot be certain whether it is due to a global cause or whether 


                                         
1 This would include the recording of all input and output parameters to be able to reconstruct the 


behaviour of the systems. 
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it is due to a local short coming of its own market. While the former reason might justify an 


interlinkage of trading interruptions across markets, the latter certainly does not. Since an 


automatically triggered mechanism cannot differentiate, an interlinkage is not advisable. 


 


The volatility interruptions of DBG fulfil all requirements set up by the trading interruption. 


However, also a limit up/ limit down rule would fulfil the requirements. Trading interruptions 


shall not be harmonized, nor should trading venues be required to follow trading 


interruptions of home markets. But, every trading venue shall be required to define a 


mechanism that fulfils the minimum requirements of a trading interruption.  


 


A trading suspension may not be enforced quickly enough to prevent a flash crash from 


happening. Therefore, each market needs to have some form of trading interruption to slow 


down price discovery. Slowing down the price discovery has two benefits. Firstly, it provides 


traders the opportunity to review their order submissions. Secondly, it provides home 


markets the opportunity to analyse global information sources to determine the necessity of a 


trading suspension. Currently, there are numerous ways how to structure a trading 


interruption. Even though most markets in Europe switch to call auctions once certain price 


bands are violated, there are still differences in all their mechanisms.  It is very important to 


keep that heterogeneity in mechanism across Europe for the following reasons:  


 Competition is the major driver of innovation. By regulating the design of trading 


interruption, no competition will take place in that field.  


 Furthermore, monoculture trading interruptions is a huge source of risk, compared to 


diverse trading interruptions. In a world with diverse trading interruptions, incorrect 


designs will impact only a small fraction of the market.  


 Finally, if DBG calls for a harmonized approach in trading interruptions across 


Europe, DBG runs a high risk in being forced to adjust to lower standards of 


competitors. For example, DBG considers for triggering a volatility interruption a static 


and a dynamic threshold. Only combining both types of thresholds provides an 


effective safeguard against Flash Crash like events. So far, no other European cash 


market has a similar concept. However, for DBG it would be very important to keep 


the existing solution. 


  


In addition, the regulator could consider what types of products would be systemic relevant 


and whether these would require specific rules. However, such rules would demand careful 


considerations regarding operational practicality and unintended consequences.  


 


Q5 To what extent do you believe market maker schemes offered by trading venues should 


be subject to mandatory minimum criteria? Should the criteria be determined by the trading 


venue alone? To what extent do you agree with the suggestion that the use of stub quotes 


should be prohibited?  
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Market maker schemes provide a differentiating factor for trading venues, and are usually 


carefully calibrated to reflect the nature of the market. DBG does not support the introduction 


of mandatory minimum criteria.  


 


Stub quotes should not be allowed. They do not support liquidity provision at all. The 


executions during the flash crash were a direct result of stub quotes. DBG has implemented 


technical restrictions that do not allow market makers to quote far away from the current 


price. However, stub quotes are rather a symptom than the root of the problem. Ruling on 


that should not be extended to disallow customers from placing limit orders far away from 


the current best bid-offer, as many of those have a more long term focus. 


 


Q6 Do you have suggestions for improvements to regulators’ surveillance capabilities with 


respect to the markets and modern trading techniques? Please elaborate.  


Who should bear the cost of investing in such capabilities and the cost of operating and 


supervising the markets in order to ensure fairness among market participants? Please 


elaborate.  


 


A concept of better co‐operation would provide enhanced stability to the markets and 


increase the potential that abuses would be identified and appropriate action taken. As an 


example of co‐operation the majority of regulated markets in Europe already have in place a 


formal methodology to enable to communicate with the relevant experts on trading on 


disruptions or halts. Moreover, a greater coordination of national regulators could be 


required. In the case of cross‐borders market abuse, the European Securities and Markets 


Authority (ESMA) should be given greater monitoring and enforcement powers. 


 


Regulators‟ surveillance capabilities should be funded via contributions. 


 


Q7 What do you perceive as the major causes of settlement indiscipline and settlement 


failures? What steps, if any, do you believe regulators should take to address these causes?  


 


DBG sees no relation between settlement indiscipline / failures and technological changes or 


high frequency trading. DBG is supportive to market led initiatives, especially in the area of 


settlement periods and settlement discipline regimes, to further increase settlement efficiency 


(cp. DBGs‟ participation in the work of the “Harmonization of Settlement Cycles Working 


Group” which completed its work with the report to the European Commission on March 1st, 


2011). Any measures in this field should be venue neutral (i.e. include OTC transactions) to 


ensure a level playing field. 


 


Q8 Have the appropriate steps been taken to limit or manage conflicts of interest that arise 


where an investment firm simultaneously conducts client-serving activities and proprietary 


trading or a trading participant is also a shareholder in a venue on which it trades? If you 


believe conflicts management is inadequate, please explain how this manifests itself and 


any recommendation you have for how conflicts management could be improved.  
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As long as there is a clear separation between client-serving activity and proprietary trading 


there is no issue. However, any time an investment firm is trading against a client order, in 


order to facilitate its client‟s trading interest, there is a natural conflict interest which needs 


to be managed very carefully. 


In terms of trading participants also being shareholders of a trading venue, as long as it is an 


open, transparent and multi-lateral trading venue and the ownership stake is within 


reasonable limits e.g. <20%, the conflict potential is relatively small. 


 


Q9 Do you think existing laws and rules on market abuse and disorderly trading cover 


computer generated orders and are relevant in today’s market environment?  


 


 


 


Q10 Are there any strategies employed by HFT firms that raise particular concerns? If so, 


how would you recommend that regulators address them?  


 


HFT is a technical means to implement established trading strategies. HFT is not a trading 


strategy as such but applies the latest technological advances in market access, market data 


access and order routing to maximize the returns of established trading strategies.  


 


Therefore, the assessment and the regulatory discussion should focus on market abusive 


behaviour in general, rather than on HFT as such only. 


 


At this instance, we would like to draw the attention to an order book pattern „flipping‟ that 


at least distorts orderly trading or may a signal for market manipulation. Flipping constitutes 


entering a passive order at the best bid or best ask. Usually orders are not small in size and 


can be seen in liquid products. If an order is traded the potential perpetuator flips the market 


side. Especially big participants can control to a certain extent the inside market. 


 


Concerning the pattern „layering‟ we would like to note, that this behaviour is in general not 


conducted by machines, but by pure manual trading or partially “electronically assisted” 


manual trading. Implemented algorithms are easily ignited by a layered order book as such 


delinquents enter non-bona fide orders to mislead the market and in particular a specific 


implementation of an algorithmic trading strategy. The delinquents do take in general 


advantage of in-appropriate programmed algorithm. 


 


Q11 Should charges or fees be imposed on messages, cancellations or high order-to-trade 


ratios? If so, how should the fees or charges be determined and on what basis?  


 


DBG does not recommend imposing fees on messages or cancellations. It should be at the 


full discretion of a market operator to charge those fees or not.  
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As a matter of fact, even today every trader faces costs for the amount of messages sent. As 


for example, technical limitations restrict the number of messages sent per exchange 


connection and per time unit. If a trader wants to send more messages than one line is 


capable of, a trader must order a second connection, which increases the costs of trading. 


Those costs can vary significantly across market models, market operators and/ or asset 


classes. Charging those specific fees is a crucial area of competition for market operators. 


Specific pricing models provide incentives for specific trader types that are beneficial to the 


market model or asset class. Recent market development with increasing competition, based 


on successfully implemented price transparency, is demonstrating that there is no market 


inefficiency caused by fee structures.  


 


Thus, regulations would only be capable of introducing a minimum costs component to the 


market. If the market operator deems necessary, they might already today charge a higher 


cancellation fee or charges for high order-to-trade ratios. If the market operator deems a very 


low fee is necessary, it would be restricted by regulation to provide cheaper services to the 


overall market.  


 


Finally, we would like to point out that high number of messages or high order-to-trade ratios 


are not necessarily negative. Market participants need to react immediately to exogenous 


events. A high order-to trade ratio (and / or imposed fees for such a ratio) would prevent 


them from managing risk from standing orders and ultimately lead to a decrease in liquidity. 


If market participants are allowed to have higher order-to-trade ratios they could provide 


more benefits to the market. In fact, comparing a primary liquidity adding HFT strategy with 


a primary liquidity removing HFT strategy, the liquidity adding strategy has in general far 


higher order-to-trade ratios. 


 


To summarize, it should be at the discretion of a market operator to charge per message or 


on the level of order-to-trade ratio. Some market operators may do so already, indirectly in 


their pricing schemes. Restricting market operators in their freedom to compete by a 


minimum level of fees is not beneficial to the market. Market operators have a strong 


incentive to manage system load adequately (see Q13). Thus, there is no need to intervene 


with regulation.  


 


Q12 Should market operators be required to make their co-location services available on a 


fair and non-discriminatory basis?  


 


DBG agrees that all market operators / trading venues should be required to provide their co-


location services on a fair and non-discriminatory basis to their market participants.  


 


Q13 Should market operators be required to provide testing environments to enable 


participants in stress test their algorithms? If so, what kind of minimum requirements are 


reasonable?  
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All DBG trading systems are designed to cope with the highest technical standards and have 


to pass strong quality tests. Furthermore, there are simulation environments available to 


market participants, where means for orderly trading can be tested. Therefore, it is not 


necessary to regulate stress testing of trading venues as the competitive pressure ensures 


that trading venues conduct the necessary investments into infrastructure. Accordingly, DBG 


has already implemented processes to ensure the performance and reliability of our trading 


system remains at high level even under exceptional peaks of system load.   


 


Q14 To what extent do you have other comments related to the risks to market integrity and 


efficiency raised by the issues in this report?  


 


Respective to comments in the IOSCO report on page 26 (reduction of average trade size):  


There is no evidence that the reduction of average trade sizes reduces the ability to execute 


large orders on lit markets. Empirical studies2 show that a significant share of the 


transactions executed outside the lit markets could have been executed on open, public order 


books facing no market impact. These would then additionally contribute to the public price 


discovery process. The majority of HFT based strategies contributes to market liquidity or to 


price discovery and market efficiency. Empirical studies3 show that even the fragmentation of 


equities trading in Europe due to the introduction of the MiFID in 2007 has not led to a 


reduction of liquidity.  


 


Finally, we want to emphasize again that the discussion on HFT is often mixed with the US 


Flash Crash. The Flash Crash has nothing to do with HFT and was related to the specifics of 


the interlinked US market structures. There are effective mechanisms to prevent such market 


disruption in place in Germany and Europe.  


 


 


 


For further information please contact 


Market Policy & European Public Affairs  


++49 (0) 69 211 -13980 


                                         
2 e.g. Gomber and Pierron 2010, “MiFID - Spirit and Reality of a European Financial Markets 


Directive”, http://www.wiiw.de/publikationen/MiFIDSpiritandRealityofaEurop3995.pdf. 


3 e.g. Gomber, Gsell and Lutat 2010, “Competition among electronic markets and market quality”, 


http://www.hof.uni-


frankfurt.de/index.php?option=com_docman&task=doc_download&gid=114&Itemid=299. 



http://www.wiiw.de/publikationen/MiFIDSpiritandRealityofaEurop3995.pdf

http://www.hof.uni-frankfurt.de/index.php?option=com_docman&task=doc_download&gid=114&Itemid=299

http://www.hof.uni-frankfurt.de/index.php?option=com_docman&task=doc_download&gid=114&Itemid=299






Attention Mr Werner Bijkerk  
 
Sir  
 
we read IOSCO's Consultation Report with great interest.  
 
We understand your questionning being primarily related to the potential impact of HFT in 
securities and equities markets.  
 
Despite not being involved in those markets, but trading in oil markets, we would like to register 
with you the concern of our trading organisation vis à vis the growing influence of High 
Frequency Trading in Oil Futures Markets where Oil Price Formation is taking place.  
 
Our concern encompass the range of topics covered in your report:  


 efficiency of the market  
 fairness and integrity of markets  
 stability and resiliency of markets  
 cross-asset contagion and shock amplification 


 
We did express our broad views on these subjects to ESMA in a mail answer to their own 
consultation on a similar topic, copy of which is attached hereunder.  
 
We would be greatfull if you could relay these views to the various members of the Task Force 
on Commodity Futures Markets which was formed in September 2008 by IOSCO's Technical 
Committee for their onwards consideration, and would really appreciate having at a later stage 
some indication on how Regulators of existing Oil Futures Markets - and tomorrow of OTC 
derivatives Trading Facilities - do intend to adress the specific issue of HFT in commodities 
markets.  
 
looking forward hearing from them  
best regards  
 
Frederic Baule  
General Manager Risk Management Services  
Trading Shipping Division.  
 


 
----- Forwarded by Frederic Baule/GENEVA/TRADING/Corp on 05/08/2011 12:27 -----  
 
From:        Frederic Baule/GENEVA/TRADING/Corp  
To:        "Eva-Christina Smeets" <Eva-Christina.Smeets@esma.europa.eu>@INTERNET  
Cc:        Joel Couse/PARIS/TRADING/Corp@TRADING  
Date:        05/07/2011 19:29  
Subject:        Re: Questionnaire to the buy-side on the impact of high frequency trading  


 
 


 
Dear Eva-Christina  
 
many thanks indeed for inviting us to contribute to your study on HFT.  
 
We understand your current study to be primarily focusing on equity markets, following 
complaints from buy side operators feeling at a disadvantage vis à vis high frequency traders.  
 
As you would expect, the Trading & Shipping Division of Total we are working for, is not trading 
equity markets. Hence we do apologize for not being in a position to follow your proposed 



mailto:Eva-Christina.Smeets@esma.europa.eu





questionnaire !  
 
Nevertheless we are active participants in oil derivative markets, amongst which oil futures 
contracts tradable on CME- Nymex and ICE. As such we are long established observers of oil 
futures markets behaviours as well as of trading strategies developped by various kinds of 
futures market participants. In this capacity we have been made to believe that algorithmic 
trading now represents a leading share of the volumes traded daily on all kinds of commodity 
exchanges, worldwide.  
 
Unfortunately in our segment of the "financial" markets, the lack of public data - even if collated 
daily by regulators such as CFTC - prevents us to present statistical evidence to support any 
assertion on how HFT may affect the oil price formation process. As a result empirical evidence 
of a growing concern amongst physical commodity market participants is the only contribution 
we can offer you at this stage by quoting different sources which corroborate our own 
observations. (see below).  
 
The growing use of high frequency trading technics [by what we guess to be a specific and 
limited set of market participants] may result in oil price levels no longer being set on the basis 
of oil market fundamentals - be they actual or just anticipated - but instead at best as a result of 
arbitrage strategies between various financial (electronic) asset classes, or in many cases of  an 
HFT "gaming" of order books originated in various segments of the electronic market by non 
HFT market participants.  
 
The reason for our own concern in respect of HFT in oil and commodities markets is therefore 
the following :  


 We perceive the concept of having 70% of the price of a gasoline tank or a bread loaf 
be set by robot trading as highly unlikely to be very popular amongs consumers (our 
customers)...  


 To the contrary, we believe that - when confirmed and made known to the general 
public - the dominance of such market behaviours - where oil price levels become 
disconnected from their "intrinsic" values - would appear astonishing to many policy 
makers and political leaders  (given their role for example in the recent decision made 
by the IEA to have strategic oil inventories be sold in the market to weigh on oil price 
levels), and be considered as fully unacceptable in many constituancies.  


  
 The emergence of all kinds of urgent political requests to terminate such kind of trading 


practice, forthwith, may induce sudden disruptions in the functioning of specific 
geographical oil derivatives markets, with collateral damages spreading through the 
supply chain - including a risk of physical supply disruption - 


   
As a result we do perceive the current uncertainty on who-trades-what-and-how in the oil and 
commodities markets - and furthermore the lack of awareness amongst policy makers on how 
those markets do operate - to be a significant threat for the future development of the derivative 
markets that we - as physical oil market professionals - need to trade on a daily basis so as to 
implement efficient risk management programs.  
 
We welcome therefore any attempt by Institutions such as ESMA to bring to light those market 
behaviours such as HFT that could negatively impact the day to day functioning of essential 
non-money  markets such as oil and commodities, and remain at your disposal to expand 
further on those issues, should ESMA decide to extend its current study to that part of the 
electronic markets we trade.  
 
Best regards  
 
Frederic Baule  







General Manager Risk Management Services  
Trading Shipping Division.  
 
Att.1.- Market Professional consensus : in Oil, electronic trading is much less transparent than 
OTC trading.  
 


 


 


 
Att.2.- Commodities Markets impacted by disorderly HFT : worth investigating ? 
 


A series of violent and often inexplicable short-term price moves in commodities over 


the last two years has shone a spotlight on the growing role of high-frequency trading 


(HFT) in commodity markets. Here is a list of some of the more extreme moves since 


the start of 2010.  


     


    MARKET: Natural gas  


    DATE: June 9, 2011  


    PRICE ACTION: Prices <NGc1> fell by 8 percent in just 15 seconds before 


bouncing back in a matter of minutes. Prices fell from $4.916 per million British 


thermal units to $4.513  


       between 25 and 40 seconds past 2342 GMT. By 2350 GMT prices had recovered to 


$4.802, and by 0800 GMT, natgas stood at $4.827. The drop was preceded by trades in 


an                 ever-widening band.  


    REPORTED CAUSE: Dualing HFT algorithms in thin Asian trade  


 


    MARKET: Oil - Brent and U.S. crude futures  


    DATE: May 5, 2011  


    PRICE ACTION: Prices <CLc1> <LCOc1> fell by as much as $13 a barrel at one 


stage and posted a near-record percentage loss for the day. Wave after wave of 


relentless selling drove                 prices lower, the likes of which has only previously 







been seen following a major event such as the collapse of Lehman Brothers.  


    REPORTED CAUSE: Heavy fund selling, algorithmic traders hunting out sell-stops, 


fears a bubble had formed in oil  


 


    MARKET: Silver  


    DATE: Week of May 5, 2011  


    PRICE ACTION: After hitting a record high near $50 an ounce, silver prices 


<XAG=> crashed 30 percent in just one week as exchanges increased trading margins 


for speculators. On May  


       2 alone, prices fell 10 percent in thin Asian trade.  


    REPORTED CAUSE: Margin hikes by exchanges, automated trading on technical 


signals, heavy fund selling in an illiquid market  


       


    MARKET: Cocoa  


    DATE: March 2011  


    PRICE ACTION: U.S. cocoa futures <0#CC:> crashed more than 11 percent in 


seconds, shedding $450 a tonne, before recovering by $349 a tonne in the next minute. 


[ID:nN01424852]  


    REPORTED CAUSE: A steep fall and six-fold spike in trading volume in the $26 


million iPath Dow Jones-UBS Cocoa Subindex <NIB> sparked a fast and furious sell-


off on the roughly $6  


       billion cocoa futures market, dealers said. Many pointed the finger at HFT firms 


working the arbitrage between the ETF and the futures market.  


     


    MARKET: Sugar  


    DATE: November 2010  


    PRICE ACTION: Sugar futures <0#SB:> tumbled 20 percent over just two sessions, 


their biggest two-day drop in 20 years.  


    REPORTED CAUSE: Traders pointed the finger at automated trading and stop-loss 


sales after it had rallied to a 30-year high in the same week.  


     


    MARKET: U.S. crude oil futures  


    DATE: February 2010  


    PRICE ACTION: Oil spiked by more than $1 a barrel just before the close of trading. 


Spooked markets fell by 5 percent the following day.  


    REPORTED CAUSE: Chicago-based Infinium Capital Management's new trading 


algorithm ran amok in oil. It tried to execute a "lead/lag" strategy between an exchange-


traded fund called  


       United States Oil Fund <USO.P>, which tracks oil prices, and the U.S. crude 


benchmark future, West Texas Intermediate <CLc1>. Infinium placed 2,000 to 3,000 


orders per second         before its flooded order router "choked" and was "dead in the 


water" a few seconds later, the developer's notes said. The algorithm was shut down five 


seconds after it was turned on.  
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Response to IOSCO’s Consultation Report on regulatory issues raised by the 


impact of technological changes on market Integrity and efficiency 


Key Points  


 


1. The emergence of High Frequency Trading (HFT) is a logic evolution in trading 


dynamics characterised by increased levels of competition and technological 


advancements permitting ever shorter order execution times. Whilst no conclusive 


evidence has currently been provided that demonstrates that HFT is detrimental to the 


market HFT does, however, give rise to challenges that need to be addressed. 


 


2. Proprietary trading firms including HFT firms that are not currently subject to 


registration/authorisation by a regulator and that have access to exchange matching 


engines should be brought under a specific authorisation and supervisory regime. As a 


result, such firms will have to maintain and operate effective organisational and 


administrative arrangements to prevent conflicts of interest and be subject to strict 


regulation on operational risks. 


 


3. Trading venues should consider well-designed safeguards such as circuit breakers or 


limit up/limit down processes to make trading more resilient. 


 


4. Activities conducted through HFT that may lead to market abuse should not be 


tolerated. Supervisors’ technological and human resources capabilities for market 


abuse detection and prevention need to be strongly enhanced. 
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EBF’s interest and approach  


 


Banks are interested in financial markets for three main reasons: 


 


 Banks use markets to assist their clients in raising financial capital, transact foreign 


currency exchange and manage their financial risk. Banks are often required to „make a 


market” to facilitate the services they provide: trading stocks, bonds, and loans in capital 


raising; trading currencies to help with international business transactions; and trading 


interest rates, commodities, and their derivatives to help companies manage risks. 


 


 Banks also serve investors who trade financial instruments. Banks arrange transactions 


between a buyer and a seller, and get a commission when the deal is executed. Such 


transactions are often executed in the markets.  


 


 Banks also trade financial instruments, with the banks‟ own money as opposed to its 


customers' money, so as to make a profit for themselves. This is defined as proprietary 


trading. Proprietary trading is generally associated with large banks. 


 


European banks participate in financial markets for all the above reasons. European banks have, 


therefore, a strong interest in financial markets remaining integral and efficient.  


General remarks 


 


The EBF supports the G20 objective that IOSCO arrives at “recommendations to promote 


market’s integrity and efficiency”. The EBF supports the importance of global regulatory 


structures keeping pace with technological advances as well as with changes in market 


microstructure and recognises IOSCO‟s fundamental role in that regard. The EBF considers, 


however, that the latest technological development in trading technology should not be 


characterized as “risk posers”, per se. Instead, the EBF considers that such new developments 


offer new possibilities to individual market participants and advantages (more liquidity, narrow 


spreads) to the wider market, but also could give rise to certain challenges that need to be 


addressed.  


 


From a regulatory perspective, the EBF considers that attention on developments in trading 


technology in general and on HFT in particular should be focused on (i) how it impacts liquidity 


and/or price formation in the market; (ii) whether it affects the market‟s broader integrity and 


stability, including during periods of high market volatility; and (iii) whether it may unfairly 


disadvantage some market participants. In this regard, the EBF is broadly supportive of 


IOSCO’s analysis and conclusions as it describes the impact of HFT on the efficiency, 


fairness, integrity, stability and resilience of markets. 


 


Since HFT primarily is an exchange traded equities phenomenon our comments below relate to 


that market unless otherwise stated. 


 


The EBF would like to underline the following assertions in the IOSCO Consultative Report 


(extracted from pages 27-30): 
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 Limited empirical evidence available so far has not clearly identified negative effects of 


HFT on the efficiency of the price discovery process. 


 


 HFT firms did not trigger the May 6 crash in the US although they may have intensified 


the liquidity crisis by introducing increased transitory volatility (owing, for example, to 


errors in algorithm programming). A clear understanding of the degree by which HFT 


firms may exacerbate the transmission of shocks across markets is still lacking. 


 


 HFT firms‟ technological advantage - which leads to superior trading capabilities – might 


decline in the future as technology often becomes commoditised. 


 


 Some HFT firms employ very sophisticated systems that allow them to profitably trade 


ahead of hidden liquidity from large traders that seek to (legitimately) conceal their 


trading intentions via sophisticated algorithms and order-slicing managements systems. 


 


 HFT and market manipulation should be kept as two distinct concepts and should not be 


automatically equated. Some examples of existing trading practices (e.g. momentum 


ignition, quote stuffing, spoofing and layering) may benefit from the edge of HFT-style 


technology. 


 


 HFT‟s technology requirements pose capacity challenges at both connectivity and trading 


engine level. It is important to evaluate that trading venues and intermediaries have 


systems and control appropriate to a high frequency environment. 


 


The above selection on the challenges posed by HFT to market integrity and efficiency leads the 


EBF to the following preliminary concluding ideas: 


 


1. As a result of technological advancements and regulatory changes, we have seen the 


emergence of High Frequency Trading as one among other developments in the trading 


space. As part of the „Markets in Financial Instruments Directive‟ (MiFID) the 


„concentration rule‟ was removed, which increased the level of competition between 


European trading venues, and the emergence of Multilateral Trading Facilities (MTFs). The 


increased levels of competition, combined with significant technological advancements 


reducing the time it takes to execute an order, have attracted liquidity providers, including 


high frequency traders.   MiFID was very successful in bringing (more) competition to stock 


trading thereby fragmenting the market. HFT proved to be very effective in mitigating the 


negative effects of this fragmentation by minimising price differences of different venues.   


 


2. No conclusive evidence has currently been provided that demonstrates that HFT is 


detrimental to the market; rather, there is recognition that HFT can benefit the market by 


increasing trading volumes and reducing the bid-ask spread. Possible market abusive 


behaviour in connection to the use of HFT is, nonetheless, an area of concern. 


  


3. Whilst an increase in trading volume, and a reduction in the bid ask spread are conditions 


normally associated with increased liquidity, we believe further research is required to 
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understand better the impact of HFT on liquidity - taken against the broader definition of 


liquidity as set out by IOSCO on page 25 of the consultative report: “liquidity is “the ability 


to trade large quickly, at a low cost, when you want”. Any research should take account of 


the fact that the effects of HFT may be different across the broad spectrum of financial 


markets and / or instruments. 


 


4. Furthermore, a fundamental, broad analysis of the costs and benefits around HFT for 


investors is yet missing. While evidence seems to point that spreads have indeed decreased, 


this benefit may be partially offset by other costs related to the increased messaging and 


reporting that has come with the extensive use of algorithms.  


 


5. Any rules to regulate the provision of HFT should, therefore, be flexible and dynamic, to 


quickly adapt to changing market conditions and designed with the overriding objective of 


protecting the investor, preventing market abuse and ensuring the stability and integrity of 


financial markets, whilst avoiding hindering technological progress or unduly restricting 


competition.  


 


Finally, the EBF, as a constituent member, supports the recent submission by the International 


Banking Federation on High Frequency Trading
1
. 


Response to questions 


 


Q1 What impact have the technological developments in the markets in recent years had on 


your own trading? Has it encouraged, discouraged or had no impact on your willingness to 


participate on the lit markets, and how does this differ between asset classes and/or 


instruments?  


 


The implementation by exchanges of computerised communications permitting electronic 


dissemination of financial information - notably prices - coupled with the creation and growth of 


all-electronic alternative trading systems, has allowed the European banking community to use 


automated computer programs to execute orders in a way that has led to increasing competition 


(i.e. lower trading costs) and execution quality (i.e. narrower spreads). However, we feel further 


research into the effects of HFT on liquidity should be undertaken, against the broader definition 


of „liquidity‟ as set out by IOSCO on page 25 of the consultative report. One area where analysis 


is particularly pertinent refers to the impact of HFT on the ability of an institution to trade orders 


of large size in the lit markets. 


 


Q2 What are your views on the suggestion that proprietary trading firms (including HFT 


firms) that are not currently subject to registration/authorisation by a regulator should be 


required to obtain such a registration/authorisation? Are there specific regulatory 


requirements you believe such firms should face?  


 


                                                 
1
 For more information, see http://www.ibfed.org/news/high-frequency-trading-02-08-11 



http://www.ibfed.org/news/high-frequency-trading-02-08-11
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To what extent do your answers differ if the proprietary trading firm accesses the market 


as the customer of an intermediary firm through DEA (i.e. under that intermediary’s 


trading rules/codes) rather than as a direct member of the market itself?  


 


The lack of a single agreed definition of HFT makes it difficult to properly identify who is a HFT 


firm. Furthermore, as IOSCO itself recognises, algorithmic trading has become a “standard 


feature” in many buy-side firms and HFT firms‟ superior trading capabilities might decline in the 


future as technology becomes commoditised. Therefore, HFT technology is likely to be the “new 


normal” in the short to medium term. 


 


That said, as HFT is mostly employed by proprietary trading firms, IOSCO is right in putting the 


focus under this latter sort of firm. Connected to this, the EBF considers that proprietary 


trading firms that have access to exchange matching engines should be brought under a 


specific authorisation and supervisory regime. Such an authorisation would be conditional on 


the fulfilment of some organisational requisites and upon the introduction of risk management 


obligations and proportionate capital requirements that should be agreed and implemented on a 


globally coordinated basis.  A system-wide approach is needed with measures that take account 


of the interrelated nature of the capital markets.   


 


Proprietary trading firms accessing markets via “sponsored access” should not have to be 


registered. The EBF considers that firms who provide “sponsored access” to automated traders 


should have in place robust risk controls and filters to detect errors or attempts to misuse their 


facilities. In order to prevent possible abuses related to sponsored access, one alternative that 


would, nonetheless, merit detailed analysis would the establishment of further risk controls 


which may limit the percentage of the volumes traded by the sponsoring firm. 


 


Q3 What recommendations, if any, would you propose to strengthen the regulatory 


requirements around pre- and post-trade risk controls? In particular, what measures, if 


any, do you think regulators should introduce that relate specifically to the use of and risks 


posed by algorithmic trading and/or HFT?  


 


The EBF does not see a need to further regulate in this area as the current risk controls are 


appropriate. In this regard, the EBF would like to remind that credit institutions and 


investment firms, as regulated entities, are subject to a very strict regulation on operational 


risks. And this regulation obviously applies to HFT activities.  


 


Monitoring tools put in place by firms to meet obligations on operational risk prevention are 


subject to permanent and periodic controls (e.g. internal audits and external audits by prudential 


authorities).  


 


Q4 To what extent do you believe the use of trading control mechanisms such as circuit 


breakers and limit-up/limit-down systems by trading venues should be mandated? If you 


believe they should be mandated, should venue operators be permitted to design their own 


controls or should they be harmonised/coordinated across venues (including between 


interrelated instruments such as a derivative and its underlying)?  
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Whilst, broadly speaking, trading should be smooth and uninterrupted, well-designed safeguards 


should be considered to make equity trading more resilient. The EBF supports the introduction 


of circuit breakers or limit up/limit down processes to deal with extreme situations that pause 


trading for stocks when they move an established percentage over a given limited timeframe. 


 


To be efficient, mandating a generic minimum global standard for all trading venues could be an 


appropriate way forward. Such standard should be no lower than current market standards in 


Europe. The exact implementation of the standard and any other possible additional measures should 


be left to the discretion of trading venues and to market dynamics and innovation. 


 


Q5 To what extent do you believe market maker schemes offered by trading venues should 


be subject to mandatory minimum criteria? Should the criteria be determined by the 


trading venue alone? To what extent do you agree with the suggestion that the use of stub 


quotes should be prohibited?  


 


The EBF does not see a need to harmonise market maker schemes offered by trading 


venues. These schemes should remain a competitive tool used by venues to maximise the 


amount of liquidity in their platforms. 


 


The EBF considers, however, that an adequate regulatory treatment of stub quotes may play a 


part in reinforcing the resilience of equity trading. 


 


Q6 Do you have suggestions for improvements to regulators’ surveillance capabilities with 


respect to the markets and modern trading techniques? Please elaborate.  


Who should bear the cost of investing in such capabilities and the cost of operating and 


supervising the markets in order to ensure fairness among market participants? Please 


elaborate.  


 


The EBF does not have any exhaustive suggestions in this regard, beyond the need for 


supervisors to continue improving their technological and human resources capabilities and to 


enhancing their global coordination. 


 


Q7 What do you perceive as the major causes of settlement indiscipline and settlement 


failures? What steps, if any, do you believe regulators should take to address these causes?  


 


The EBF is unaware of any issues around settlement in the context of HFT. 


 


Q8 Have the appropriate steps been taken to limit or manage conflicts of interest that arise 


where an investment firm simultaneously conducts client-serving activities and proprietary 


trading or a trading participant is also a shareholder in a venue on which it trades? If you 


believe conflicts management is inadequate, please explain how this manifests itself and any 


recommendation you have for how conflicts management could be improved.  


 


The EBF considers that, in the context of the European Union, the framework legislation 


(MiFID) is clear and appropriate to cover the highlighted cases. In the EU, firms must 


maintain and operate effective organisational and administrative arrangements with a view to 
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taking all reasonable steps to prevent conflicts of interest for adversely affecting the interest of 


their clients. 


 


However, the EBF considers that further research is required to assess the impact of the practice 


of (sub-penny) arbitrage, whereby HFTs buy and sell stock purely to collect rebates that may be 


considered market abusive. 


 


Further, venue fees and incentives paid to liquidity providers, which include HFTs, should be 


disclosed to the market as part of a transparent process.  
 


Q9 Do you think existing laws and rules on market abuse and disorderly trading cover 


computer generated orders and are relevant in today’s market environment?  


 


The EBF considers that, broadly speaking, market abuse regulation in the EU is flexible 


enough to cover any illegitimate activities conducted through HFT.  


 


The challenge is identifying abuses using existing supervisors‟ technological and human 


resources capabilities. Subject to the appropriate confidentiality safeguards, regulators must be 


able to have access to proprietary information when they believe market abuse practices may 


have taken place.   


 


Q10 Are there any strategies employed by HFT firms that raise particular concerns? If so, how 


would you recommend that regulators address them?  


 


The EBF does not see speed (of HFT) per se as abuse. Market abuse needs a strategy and HFT is 


defined as a way to make use of technology to facilitate different strategies. Furthermore, the 


approach of categorising particular trading strategies as posing concerns is fraught with 


difficulties in scope and definition.  


 


Having said that, the EBF understands that certain market participants pursuing directional 


strategies are using HFT with a view to being able to influence the curve of the market. If it 


appears that such strategies (or indeed others such as message latency arbitrage and "denial of 


service" type attacks such as "quote stuffing") are not legitimate, involve market abuse, or pose a 


risk to the system, regulatory and/or supervisory corrective action should be taken after thorough 


study of the facts and the likely impact of proposed actions. 


 


It should be noted that existing trading strategies, whether using HFT or otherwise, will evolve in 


ways that may outpace regulatory efforts to categorise them, and entirely new trading strategies 


will develop at a rapid pace. In view of the continuing rapid pace of development, the authorities 


should consider making clear that certain behavior is abusive whether carried out by a person or 


a machine under a person's control. 


 


Q11 Should charges or fees be imposed on messages, cancellations or high order-to-trade 


ratios? If so, how should the fees or charges be determined and on what basis?  
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The EBF considers that the charges or fees policy on messages / orders remains the exclusive 


competence of each trading venue. As part of their commercial policy, some of them already 


implement a penalty for orders above a given order/trade ratio. The EBF expects such self-


imposed measures to contribute to market resilience and stability but would refrain at this point 


from recommending any regulatory intervention in this regard. 


 


Q12 Should market operators be required to make their co-location services available on a fair 


and non-discriminatory basis?  


 


The EBF acknowledges that the successful implementation of a form of automated trading that 


implies speed relies not only on IT investment and adequate algorithm design but also on access 


to co-location (i.e. installation of trading engines directly adjacent to the markets‟ own 


infrastructure) or access to exchange trade data feeds. The EBF calls regulators to ensure that 


access to co-location and/or trade data feeds is open to all interested traders on a non-


discriminatory, transparent basis. 


 


Q13 Should market operators be required to provide testing environments to enable 


participants in stress test their algorithms? If so, what kind of minimum requirements are 


reasonable?  


 


The EBF does not see a need to regulate an obligation for market operators to provide 


testing environments for HFT firms to test their algorithms. Such facility should remain a 


commercial proposition. The EBF considers, however, that market operators should have in 


place risk controls and arrangements to mitigate the risk of errors generated by automated trading 


or the breakdown of their trading systems. 


 


Q14 To what extent do you have other comments related to the risks to market integrity and 


efficiency raised by the issues in this report?  


 


The EBF considers that more work is necessary to mitigate the potential impact that HFT firms 


may pose to market stability with regard to venues’ bandwidth consumption and/or their 


systems capacity. Ensuring optimal execution system is, however, the responsibility of trading 


venues, being in the latter‟s interest to establish trading rules and systems that contribute to 


efficient and robust markets.  
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August 12, 2011 
   
 
Mr. Werner Bijkerk 
market‐integrity@iosco.org 
 
 
Re:  Public Comment on Consultation Report: Regulatory Issues Raised by the Impact of Technological 


Changes on Market Integrity and Efficiency 
 


 
Dear Mr. Bijkerk, 


 
On behalf of Trading Technologies International, Inc. (“TT”), I am submitting this letter to comment on  the 
Technical Committee of the International Organization of Securities Commissions (“IOSCO”) Consultation 
Report entitled  “Regulatory Issues Raised by the Impact of Technological Changes on Market Integrity and 
Efficiency,” specifically with respect to Section 2(d) Co‐location.  TT believes that the IOSCO is correct to 
address the manner by which exchanges provide co‐location services to assure that access to their 
markets are provided in a manner that does not “…unduly favor some market users over others”1 and that 
the “…costs [do not] undermine fair access to trading venues.”2  Unfortunately, TT has compiled data 
suggesting that this goal is not being achieved currently and without more pro‐active regulation, it is 
unlikely to be achieved in the future. If left unchecked, the barrier to effective market access created by 
unwarranted exchange provided co‐location service fees will grow uncontrolled.  In order to maintain 
“fair, efficient and transparent”3 markets that utilize exchange provided co‐location facilities, fees for co‐
location services ought to be reasonably related to the cost of providing such services, taking into account 
the co‐location industry as a whole and not just exchange provided co‐location facilities.  Unfortunately, 
the current practices of at least two exchanges that provide co‐location services raise barriers because 
fees appear to be based on proximity to the unilaterally controlled matching engine rather than cost and 
without further proactive regulation, such barriers will continue and will harm the markets as a whole.   
   
I. Background of TT 
 
TT is an independent software vendor (“ISV”) that provides software trading solutions enabling TT’s 
customers to trade the world’s major electronic futures exchanges and other related marketplaces.  TT 
also provides a fully managed service called TTNET, where TT hosts its customers’ electronic trading 
infrastructure and procures and oversees all data line connections between each TTNET facility, the 
exchanges and TT’s customers’ facilities.  TT’s customer base includes the largest banks, commercial firms, 
hedge funds, proprietary trading firms and professional traders throughout the world. TT currently has 
seven interconnected TTNET facilities in Chicago, New Jersey, London, Frankfurt, Tokyo, Singapore, and 


                                                                        
1 IOSCO Objectives and Principles of Securities Regulation, Section 4.2.2 (“OPSR”) 
2 IOSCO Regulatory Issues Raised by the Impact of Technological Changes on Market Integrity and Efficiency Consultation 
Report (“Tech Changes Report”), Chapter 2, Section 2(d) 
3 OPSR, Section 4.2.2 
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Sydney and is in the process of adding a TTNET facility in Sao Paulo.  Each TTNET facility is either co‐
located or, where co‐location is not offered, proximity hosted with the local exchange matching engine.  
TT’s view of the co‐location marketplace is based on its 10+ year history as a major consumer of co‐
location and proximity hosting services worldwide. Up until recently, these services had been provided 
only by third party service providers such as Equinix, Interxion, Level 3, AT&T and Verizon.  These third 
party providers are still providing such services, but now the exchanges are moving into the co‐location 
services business. TT has shared its objections regarding the costs of such exchange provided services with 
one futures exchange in the United States and another futures exchange in Europe. 
 
II. Comments  on Chapter 2, Section 2(d) 
   


A. Existing third party co‐location facilities’ fees are determined by market competition 
 
TT’s concerns relate to fees charged for exchange provided co‐location facilities services.  To address this 
issue, it is important to highlight the distinct difference between the fees charged for exchange provided 
co‐location services and fees charged by third party co‐location providers.  TT often negotiates fees for co‐
location services with third party providers and although TT often feels that it needs to negotiate for 
better rates than are initially offered, TT ultimately believes that the fees in those situations are driven by 
a competitive market.  Conversely, where an exchange controls not only the location of the matching 
engine but also the co‐location services where the matching engine is located, a competitive market 
would seem to be in serious jeopardy and, thus, related fees would be vulnerable to unilateral dictates by 
an exchange.  In other words, exchanges are not subject to the same competitive market as third party co‐
location providers because only the exchange can offer co‐location with its own matching engine. 
   


B. Traders seek technological advantages, but exchanges should continue to provide only impartial 
access 


 
Since the inception of electronic trading some market participants have gained an advantage over other 
participants by enhancing their technological capabilities.  For example, some market participants have 
found an advantage by purchasing more and more powerful computers and servers, more efficient 
software and larger data lines to speed the transfer of data.  In the United States, the futures market 
regulator, the Commodity Futures Trading Commission (“CFTC”) noted in its supplementary information 
relating to a proposed rule regarding exchange provided co‐location fees, “…the continual evolution of 
technologies for generating and executing orders” has been “…a primary driver of…drastic changes in 
futures and option trading.”4  The CFTC further notes the importance of speed or latency on trades: 
“[m]any trading firms have trading strategies that are highly dependent upon speed in a number of areas: 
Speed of market data delivery from exchange servers to the firms’ servers; speed of processing of firms’ 
trading engines; speed of access to exchange servers by firms’ servers; and, speed of order execution and 
response by exchanges.”5 Latency is measured down to the microsecond for some firms and a 
microsecond loss could mean orders are not filled and result in untold amounts of profit or loss.  In an 
effort to cut microseconds, the technological advancements are supplemented by the physical location of 
trading firms’ trading systems.  The closer a trading system is to an exchange matching engine, the less 
time is expended for market data, orders and order acknowledgements to travel between the trading 
system and the matching engine.  Distances measured in feet and time periods measured in microseconds 
may be inconsequential in many industries, but they mean the difference between profits and losses to 


                                                                        
4 Co‐Location/Proximity Hosting Services; Proposed Rule, 75 FR 33198, 33200 (June 11, 2010). 
5 Id. 
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trading firms.  IOSCO has also recognized exchanges’ commercial interest in providing co‐location 
facilitates to address traders’ low latency needs.6 
 
Exchange participants, exchanges and ISVs like TT have all utilized third party co‐location service providers 
for years.  Exchange participants would house their trading infrastructure at the co‐location facilities or 
retain a company like TT to host such infrastructure through service offerings like TTNET.  TT would 
contract with the co‐location facility service provider so that it could provide its TTNET services at the co‐
location facility.  Exchanges would often house their matching engines at a data center where the co‐
location facility resides, thereby minimizing latency for trading participants whose infrastructure was also 
housed there.  Alternatively, at least one exchange houses the matching engine in its own facility, with no 
co‐location facilities available in the same building.  This exchange placed a “point of presence” (“POP”) on 
a floor in a building that is commonly used as a co‐location facility.  Trading groups and vendors that co‐
locate their equipment in the same building as the POP are able to purchase a cross connect data line 
from their infrastructure to the POP and have the fastest access to the matching engine with the lowest 
available latency.  In either situation no trading participant could have faster access than any other and 
the co‐location fees were charged by the third party co‐location provider who had plenty of competition in 
the marketplace.  While trading participants still found technological advantages by maximizing robust and 
efficient equipment, software and data lines, exchanges remained neutral technology venues where all 
comers could have orders matched in an equitable manner.    
 
In stark contrast to the aforementioned approach, exchanges that offer co‐location services have 
proposed fee structures that create at least two tiers of hosting and connectivity at vastly different prices, 
which results in an uneven playing field.  
 


C. IOSCO should call for regulations that explicitly tie fees charged to reasonable costs incurred so 
that exchanges offering co‐location services are not able to impose an anti‐competitive burden 
on the market by pricing the services based on proximity to the matching engine that each 
exchange controls unilaterally. 


 
It is apparent that exchanges are not basing their fee structure primarily on cost, but rather what the 
market will bear to co‐locate with an exchange matching engine where the exchange controls both the 
matching engine and the facility in which it is housed. TT has compiled data of current costs associated 
with housing TT’s network equipment in third party co‐location facilities either co‐locating with exchange 
matching engines or, where not available, proximity hosting near the exchange matching engine.  The 
difference in pricing between the third party co‐location providers and the exchange co‐location providers 
is striking and alarming.  The exchanges are charging more than double what the third party providers 
charge and cost does not justify the disparity.  In fact, it seems to TT that an exchange, hosting its own co‐
location facility, could reap savings from the economies of scale derived from becoming a major consumer 
of power, cooling and data lines that its co‐location facility would require.  Also, depending on the location 
of the facility, real estate costs could be significantly less than comparable third party co‐location facilities 
(e.g., real estate in a suburb of a major city, typically is significantly less expensive than real estate within 
the major city).  These decreased costs should actually result in lower fees for customers of the exchange 
co‐location facilities, but at a minimum they do not justify increased fees (especially not double the fees).   
 
TT believes some customers' willingness to pay the high price tag for the “premier” hosting and “high end” 
connectivity has more to do with them wanting to take advantage of an uneven playing field than any 
“value‐added” services. While some users and firms can afford to pay the hefty price for the "premium" 
services, the users and firms using the “regular,” more accessible services are blocked from entering the 


                                                                        
6 IOSCO Regulatory Issues Raised by the Impact of Technological Changes on Market Integrity and Efficiency Consultation 
Report, Section 2.2 (d) 
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market.  TT estimates that the vast majority of market makers install their trading strategy algorithms on 
servers, which have to be housed close to the matching engine to take advantage of microsecond speed 
differences.  Because of this technological reality, new market makers in particular are vulnerable to 
unjustified price hikes for co‐location services. Exchanges already put some barriers in front of these new 
market makers.  For example, new market makers may have to pay higher exchange transaction fees 
based on relatively lower volumes traded, but that is a small barrier compared to greatly inflated co‐
location fees because the market makers’ total number of trades is relatively low as they ramp up their 
trading operations, so the total trading cost is low.  In contrast, the exchanges block the entrance for new 
market makers when they charge co‐location fees with no correlation to cost. This pricing belies IOSCO’s 
stated goals of avoiding “…unduly favor[ing] some market users over others”7 and making sure that the 
“…costs [do not] undermine fair access to trading venues”8 because the fees are being used as a means to 
deny access to some market participants by ‘pricing them out of the market.’  While these newer market 
makers in theory could utilize third party co‐location facilities or host their own infrastructure to access 
the exchange matching engine, trades originating from those locations would be so slow that they would 
be ineffective. If the exchange operated co‐location price was reasonably related to the costs, as they are 
with third party operated co‐location services, it seems that all trading participants would choose the best, 
lowest latency access. 
 
The nature of an exchange as the sole provider of the market it hosts is also relevant to this issue because, 
unlike the fees charged by third party co‐location providers, when an exchange becomes a co‐location 
provider, there is no market competition.  Exchange actions that amount to restraints on trade or 
otherwise impose any material anticompetitive burden on the market without a regulatory justification 
ought to be banned in all jurisdictions.  Exorbitant fees for co‐location services that are not reasonably 
related to cost would tend to restrict access and restrain trade or otherwise burden the market because 
not all participants can afford such fees.  Those market participants would be excluded from the market or 
reduce their technology footprint at the co‐location facility, thereby diminishing their market presence.  
Those market participants that can afford the fees will take advantage of lower latencies to further box 
out the competition.  
 
TT’s analysis of four of the world’s largest exchanges reveals the numbers set forth in the table below 
comparing (i) actual negotiated fees available to TT by the current exchange co‐location or proximity 
offerings using third party co‐location providers (Exchanges 1 through 4 “co‐lo or proximity hosting, 
operated by 3rd party”) with (ii) the proposed fees for two exchange operated co‐location facilities 
(“Exchange 3” and “Exchange 4” “co‐lo hosting, operated by exchange”). The proposed exchanges fees are 
not negotiable because the exchanges are trying to be transparent in their pricing for all customers, which 
is laudable, but it also highlights a difference between the competitive third party co‐location service 
provider market and the exchange co‐location market—the third party providers’ list prices are negotiable 
in part because their competitors bid for the same business and negotiation is necessary to compete.  The 
exchanges in the table below are located either in Europe or the United States, but regardless of their 
locations the current and proposed fees are nonetheless relevant to show the pricing trend.   


For comparison the table below shows the recurring co‐location cost for each exchange for the same 
amount of usable power (in kilowatts) with sufficient secure space and cooling made available.  The 
number of cabinets used varies because different datacenter designs allow for different amounts of 
kilowatts to be available in each cabinet, but the total number of available kilowatts in each scenario is 
almost identical. In the case of Exchange 4, restrictions exist on the minimum amount of power one must 
purchase in order to secure their hosting space with a private cage, which inflates this exchange’s overall 
costs unnecessarily. Exchange 3 would require TT to purchase two cages to house seven cabinets at a cost 
of approximately $6,350 per month for the extra rack even though at other third party provider facilities 


                                                                        
7 OPSR, Section 4.2.2 
8 Tech Changes Report, Chapter 2, Section 2(d) 
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TT houses as many as 40 cabinets in a single private cage.  Additional implied restrictions exist in that one 
must purchase a certain type of server to be able to utilize the power configuration efficiently and if one 
does not wish to incur the cost of procuring this type of server, the exchange still charges for the unusable 
portion of power. While the chosen amount of power is representative of TT’s current needs and different 
requisite amounts of power by different customers will result in somewhat different comparative analysis, 
the below clearly shows a significant disparity in pricing between exchange operated co‐location or 
proximity offerings and those operated by a third party. 


TT understands that some exchanges may offer additional components and/or services (e.g., basic Remote 
Hands, higher levels of physical security, more robust back‐up power capabilities, etc.) as part of co‐
location or proximity hosting services. However, TT believes that these factors have only an incremental 
effect on the overall cost to the provider and the subsequent monthly recurring charges for hosting and 
connectivity related products and services. Regulators must ensure that the fees charged by the 
exchanges are reasonably related to the costs incurred and if they fail to do so then fees like those 
proposed by the exchanges that are more than double the market rate are likely to continue.   
 
In addition, as indicated in the table above, when comparing the proposed exchange provided co‐location 
fees only with other exchange’s proposals, they may seem reasonable.  But, such a comparison is unfair 
since each exchange enjoys an exclusive offering of co‐location with its matching engine.  Increased fees 
based on reasonable costs incurred makes sense, but increased fees based on co‐location with the 
matching engine ought to violate the applicable regulations.   
 
In addition to the inflated costs depicted in the chart above, exchanges pile on even more charges for 
bundled services that are not required by third party co‐location providers, causing an even greater barrier 
to entry for market participants.  For example, at least one European exchange listed in the above chart 
does not allow direct telecommunication data line connectivity into its co‐location facility.  Utilizing 
directly connected data lines is, of course, one of the most common attributes of co‐location facilities 
because such lines enable co‐located tenants to conduct business by connecting co‐location facilities to 
other datacenters, corporate offices, customer sites or the Internet. Instead, this exchange requires 
market participants to lease dark‐fiber connectivity owned and operated by the exchange, at double the 


Costs for 46kw 
of usable power 
with sufficient 
space, cooling, 
and cabinets in 
a private cage 
(normalized to 
USD currency) 


Exchange 1 
(Co‐lo 
hosting, 
operated by 
3rd party) 


Exchange 2 
(Co‐lo 
hosting, 
operated by 
3rd party) 


Exchange 3 
(Proximity 
hosting, 
operated by 
3rd party) 


Exchange 3 
(Co‐lo hosting, 
operated by 
exchange) 


Exchange 4 
(Proximity 
hosting, 
operated by 
3rd party) 


Exchange 4 
(Co‐lo 
hosting, 
operated by 
exchange) 


Available lowest 
cost cabinet 
configuration to 
deliver requisite 
power 


11.5 x 4kw  11.5 x 4kw  9.25 x 5kw  3 x 4kw + 
 4 x 9kw 


11.5 x 4kw  7 x 8.5kw 


Monthly 
recurring 
charges (MRC) 


$25,300.00  $28,013.78  $31,270.99  $88,987.92  $25,300.00  $59,500.00 


Annual total  $303,600.00  $336,165.35  $375,251.89  $1,067,855.04  $303,600.00  $714,000.00 
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market price of comparable service9, between the exchange operated co‐location facility and one of two 
3rd party facilities designated by the exchange as “connectivity hubs.”  Additionally, in order to house 
network equipment for the connectivity into the exchange, market participants are now required to 
maintain a presence at these connectivity hubs. Meaning they must also purchase co‐location services 
(space, power, cooling, etc.) at these locations from third party providers which adds significantly more 
costs for market participation.10 
 
This exchange also charges a “per member hosting fee.” No third party co‐location service provider levies 
similar charges, because co‐location services (whether provided by a third party provider or an exchange) 
do not incur any additional per member costs nor are they affected by how many members such services 
are divided between.  This is a cost that is particularly sensitive to TT because it would provide 
connectivity to the exchange to many of its customers through the co‐location facilities and, therefore, 
incur the cost of several per member hosting fees.   
 
Without the appropriate regulatory requirement that exchanges offering co‐location services must relate 
fees to actual reasonable and necessary costs, the barrier to market entry will continue to rise because of 
the uneven playing field manufactured by the exchanges.  
 
III. Proposed Rule Language  
 
Based on TT’s assessment of the intention of IOSCO as well as the fees that are actually being demanded 
by exchanges for co‐location services, TT suggests that the IOSCO encourage rules that specifically require 
that the fees be directly related to the reasonable costs of operating and providing co‐location services 
and that they be priced competitively compared with the actual negotiated rates of the broader non‐
exchange owned or operated co‐location service provider market.   
 
Thank you for your consideration. I and others at TT would welcome an opportunity to meet with you to 
discuss these issues in the near future. If you have any comments or questions, please contact me at my 
direct phone number of (312) 476‐1081 or via e‐mail at mike.ryan@tradingtechnologies.com. 
 
Regards, 
 


 
 
Michael G. Ryan 
Executive Vice President and General Counsel 
Trading Technologies International, Inc. 
  


 
   
 
 


                                                                        
9 This exchange charges €3,000/month for a 1 Gigabit per second (“Gbps”) unprotected line.  TT procured similar lines in 


2010 for approximately €1,500/month.  This inflated cost only goes up if the market participant wants or needs different 


services, such as a 1Gbps protected line, 10Gbps unprotected line, and 10Gbps protected line, all of which are priced 


similarly about twice as much as comparable services procured from telecommunications vendors. 


10 These costs would probably equal the costs listed in the chart above for third party co‐location provider services. 
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EFAMA reply to IOSCO Consultation Report on Regulatory Issues Raised by the 


Impact of Technological Changes on Market Integrity and Efficiency 


 


 
 
EFAMA1 is grateful for the opportunity to respond to the IOSCO Consultation Report on 
Regulatory Issues Raised by the Impact of Technological Changes on Market Integrity and 
Efficiency.   
 
EFAMA agrees that technology’s increasingly important role in financial markets and its 
impact on market integrity and efficiency should be taken into account by financial regulation. 
However, technology is an important tool for investment managers to fulfil their fiduciary 
duties towards their clients, and its benefits should be recognized. Furthermore, it is 
important that regulation on technological changes be targeted at the correct level, including 
rules for markets and market operators and not only aimed at market participants. 
 


Q1 What impacts have the technological developments in the markets in recent years had on 
your own trading? Has it encouraged, discouraged or had no impact on your willingness to 
participate on the lit markets, and how does this differ between asset classes and/or 
instruments?  


Major financial markets have witnessed an increase in fragmentation (in the EU, after the 
implementation of MiFID in 2007) with the creation of new trading venues and the expanded 
use of “dark pools”. High frequency trading (HFT) has also emerged. 


EFAMA members are institutional investors usually trading in large volumes while attempting 
to reduce price impact. Many among our members consider that HFT is not conducive to their 
traditional execution strategies and the general decline in order size has increased their 
concerns about displaying orders on lit markets. Together with market fragmentation, this has 
been the main driver for the increased use of “dark pools”2, which are seen by many EFAMA 
members as beneficial to institutional investors and their clients, as they enable the search for 
liquidity while reducing the risk of negative price distortions. 


For some EFAMA members, on the other hand, data transparency is the key issue, both to be 
able to obtain and prove best execution, and to value portfolios. Speed of execution is far less 
important than the negative impact of fragmentation of market information and the lack of 
transparency for some markets.  


                                                 
1
 EFAMA is the representative association for the European investment management industry. It 


represents through its 26 member associations and 56 corporate members approximately EUR 13.5 
trillion in assets under management, of which EUR 8 trillion was managed by approximately 53,000 
funds at the end of 2010. Just under 36,000 of these funds were UCITS (Undertakings for Collective 
Investments in Transferable Securities) funds. 
2
 Which in the EU are not subject to pre-trade transparency requirements but provide post-trade 


transparency 
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Q2 What are your views on the suggestion that proprietary trading firms (including HFT firms) 
that are not currently subject to registration/authorisation by a regulator should be required 
to obtain such a registration/authorisation? Are there specific regulatory requirements you 
believe such firms should face?  


To what extent do your answers differ if the proprietary trading firm accesses the market as 
the customer of an intermediary firm through DEA (i.e. under that intermediary’s trading 
rules/codes) rather than as a direct member of the market itself?  


EFAMA members believe that some common regulatory standards should apply to all market 
participants, including proprietary trading firms. However, there are different opinions on how 
that goal should be reached: some agree that all proprietary trading firms should be 
registered/authorised, albeit without specific regulatory requirements for firms such as HFTs. 
Dedicated proprietary traders should be registered whether or not using sponsored access, 
but also any firm with direct access should be registered. Furthermore, regulators should have 
knowledge of the identity of systemically important firms and of their activities, and all trading 
firms should be required to transaction report. 
 
Other members are of the opinion that proprietary trading firms (including HFT firms) should 
not require an authorisation by regulators, but a simple registration for firms beyond a certain 
threshold (defined in terms of amount invested) would be sufficient, as proprietary traders 
only invest their own money and the main players are already regulated and authorised. 
However, the application of stringent market abuse regulation to all market participants and 
enforcement are crucial. Regarding the differentiation between direct market members and 
customers with DEA, these members consider that direct market members require an 
authorisation, while for customers with DEA a mere registration is sufficient, as the 
intermediary is already authorised. 
 
Finally, some members support the introduction of a broad definition of automated trading, 
with the regulatory requirements capturing all players and with HFTs as a sub-category of the 
wider categorisation of automated trading.  They consider that automated trading firms 
should have robust control systems, but doubt that HFTs should be treated as market makers 
by market operators to ensure they provide liquidity on a continuous basis.  Where sponsored 
access exists, the regulatory responsibility should fall on the intermediary in question, which 
should be subject to a broad and consistent set of requirements applicable across all trading 
entities. 


Q3 What recommendations, if any, would you propose to strengthen the regulatory 
requirements around pre- and post-trade risk controls? In particular, what measures, if any, 
do you think regulators should introduce that relate specifically to the use of and risks posed 
by algorithmic trading and/or HFT?  


Regarding pre-trade controls, some EFAMA members consider that that it would not be 
practicable for firms to register their algorithms with regulators, and that there is already 
sufficient economic motivation for firms using algorithmic trading to ensure appropriate 
monitoring and testing.  Risk management provisions cover such activities, but tailored and 
more specific obligations could be introduced to provide further guidance. 
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Other EFAMA members, on the contrary, consider that algorithms should be notified to 
supervisors. Additionally, they would support strong risk control requirements (e.g. controls to 
prevent ‘fat-finger’ orders) to ensure that algorithms are used appropriately, based on the 
size, motivation, and potential impact of an order.  ‘Speed-bumps’ which disrupt automated 
momentum following within an automated trading agent past pre-defined thresholds could 
also be considered. 


From a post-trade perspective, some EFAMA members believe that the creation of 
consolidated audit trails would be beneficial, although the confidentiality of the client’s order 
flow must be guaranteed and the monitoring mechanism must be complete, tracking 
executions as well as information regarding order cancellations and amendments. 


Some among our members stress that two aspects are crucial: clear responsibilities for 
supervisors in market surveillance and data reporting by registered entities, to enable daily 
direct and permanent access by regulators to market data. They should be combined with 
circuit breakers on all markets. 


Q4 To what extent do you believe the use of trading control mechanisms such as circuit 
breakers and limit-up/limit-down systems by trading venues should be mandated? If you 
believe they should be mandated, should venue operators be permitted to design their own 
controls or should they be harmonised/coordinated across venues (including between 
interrelated instruments such as a derivative and its underlying)?  


EFAMA supports the mandatory use of trading control mechanisms such as circuit breakers 
and limit-up/limit-down systems.  
 
A large majority of EFAMA members support a high degree of harmonisation for such controls 
across trading venues (possibly through the issuance of global guidelines in this area), in order 
to restore order in the markets as quickly as possible and to avoid unfairly favouring some 
market participants. 


Q5 To what extent do you believe market maker schemes offered by trading venues should be 
subject to mandatory minimum criteria? Should the criteria be determined by the trading 
venue alone? To what extent do you agree with the suggestion that the use of stub quotes 
should be prohibited?  


Market maker schemes offered by trading venues should be subject to mandatory minimum 
criteria to be determined by the trading venues alone. However, some of our members 
consider that such criteria should be submitted to the relevant regulator. 


We agree that stub quotes as defined in the Consultation Report should be banned. The 
question arises, however, of what constitutes an acceptable quote for market makers: some 
among our members suggest that quotes should be provided within an acceptable tolerance 
band from the National Best Bid Offer (in the US) or its equivalent in other markets.  
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Q6 Do you have suggestions for improvements to regulators’ surveillance capabilities with 
respect to the markets and modern trading techniques? Please elaborate.  


Who should bear the cost of investing in such capabilities and the cost of operating and 
supervising the markets in order to ensure fairness among market participants? Please 
elaborate.  


Various proposals have been made by our members: 


 Submission to regulators of price limits by trading venues and market operators 


 Registration of proprietary trading firms and DEA customers 


 Better direct access to market data by regulators, as in many countries national 
supervisors are currently relying on market operators and/or SROs – creating the risk 
of delays during market disruptions. 


 Regulators need to be aware of which firms are systemically or locally important and 
supervision could be strengthened by better analysis of transaction reports.   


 Market abuse regimes could be enforced if regulators suspect that participants are 
misleading or manipulating the market by the placing and near immediate 
cancellation or orders.    


If the costs for developing and operating appropriate market monitoring capabilities rise due 
to the impact of technological changes, it would be appropriate to have some participants 
shoulder a larger proportion of the cost of maintaining this infrastructure. For example, to 
ensure fairness higher costs could be borne by participants who generate more messages than 
a reasonable threshold level, by registered/authorised entities, by trading venues/market 
operators as well as customers with DEA.  


Q7 What do you perceive as the major causes of settlement indiscipline and settlement 
failures? What steps, if any, do you believe regulators should take to address these causes?  


EFAMA has no direct information on the causes of settlement indiscipline and failures. Some 
of our members consider that shortening the settlement cycle could be helpful, while others 
support additional transparency around failure rates, for example regarding the duration of a 
fail, the size of the fail, and an indication whether the fail is the result market making activity. 


Q8 Have the appropriate steps been taken to limit or manage conflicts of interest that arise 
where an investment firm simultaneously conducts client-serving activities and proprietary 
trading or a trading participant is also a shareholder in a venue on which it trades? If you 
believe conflicts management is inadequate, please explain how this manifests itself and any 
recommendation you have for how conflicts management could be improved.  


The above-mentioned conflicts of interest require robust and appropriate mitigation policies 
for all market participants. 


Some EFAMA members consider that in the European Union the MiFID regime could 
sufficiently address the management of conflicts of interest of investment firms.  However, 
appropriate supervision and enforcement are key to ensure that firms do adhere to their 
conflicts policies.   
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Q9 Do you think existing laws and rules on market abuse and disorderly trading cover 
computer generated orders and are relevant in today’s market environment?  


Existing laws and rules on market abuse and disorderly trading usually cover computer-
generated orders and are probably still relevant, but could be reviewed in view of recent 
market developments and a more automated trading environment.  However, it is important 
that existing rules look at the impact of algorithms, rather than presuming some mental 
capacity that is hard to apply to computer-generated orders. 


Q10 Are there any strategies employed by HFT firms that raise particular concerns? If so, how 
would you recommend that regulators address them?  


For the buy-side it is difficult to evaluate the full impact of HFT strategies due to the lack of 
data. Strategies that are designed to profit from abusive and manipulative disruption of the 
integrity of the market are of paramount concern (i.e. the so-called ‘quote stuffing’ and 
‘momentum ignition’ strategies).  The high order cancellation rate characteristic of HFT firms 
is a key concern for our members.   


In order to determine whether HFT firms’ behaviour is manipulative, regulators must improve 
their ability to monitor markets at the level of today’s trading velocity and sanction abusive 
behaviour appropriately. 


Q11 Should charges or fees be imposed on messages, cancellations or high order-to-trade 
ratios? If so, how should the fees or charges be determined and on what basis?  


Some among our members recommend that regulators and/or market operators consider 
whether a small charge should be applied when cancellation rates are excessively high. 


Other EFAMA members have differing opinions on the imposition of fees on messages, 
cancellations or high order-to-trade ratios: some are not opposed, while others consider that 
it would not be appropriate for regulators to intervene in the commercial pricing policies of 
trading venues: imposing fees on high order-to-trade would be detrimental to overall liquidity 
and bid/offer spreads, as it would effectively act as a tax on HFT participants and remove 
them from that market.  


Q12 Should market operators be required to make their co-location services available on a fair 
and non-discriminatory basis?  


Yes, EFAMA believes that market operators should be required to make their co-location 
services available on a fair and non-discriminatory basis. 


Q13 Should market operators be required to provide testing environments to enable 
participants to stress test their algorithms? If so, what kind of minimum requirements are 
reasonable?  


A majority of EFAMA members does not believe that market operators should be required to 
provide testing environments to enable participants to stress test their algorithms, as 
participants already do their own extensive stress testing. Furthermore, some consider if the 
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requirements were overly onerous in this area they could stifle innovation and/or 
responsiveness of the development of algorithms by brokers, and stress testing algorithms 
could give a false sense of security as extreme market events such as the US Flash Crash and 
periods of extreme volatility would be difficult to produce in a test environment. 


Q14 To what extent do you have other comments related to the risks to market integrity and 
efficiency raised by the issues in this report?  


Many EFAMA members do not support minimum order resting times which would disrupt 
their trading and execution, introduce inefficiency into the market and provide little overall 
benefit to the market. It would be possible for a market to operate on an auction basis which 
might avoid some of the HFT impacts – though it may introduce other problems if operated 
alongside a continuous trading venue. 
 
We hope our comments will be of assistance to IOSCO and remain at your disposal should you 
have any questions. 
 
 
Peter De Proft 
Director General 
 
 
11 Augsut 2011 
 
11-4058 
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Mr. Werner Bijkerk 
International Organization of Securities Commissions  
Calle Oquendo 12 
28006 Madrid 
Spain  
 


12 August 2011 
 
 
 
Re: Response to the Consultation on Regulatory Issues Raised by the Impact of
Technological Changes on Market Integrity and Efficiency  
 


Dear Mr. Bijkerk, 
 
 
UBS would like to thank IOSCO for the opportunity to comment on the consultation on 
regulatory issues raised by the impact of technological changes on market integrity and 
efficiency.  Please find attached our response to the consultation paper. We acknowledge 
that our response will be published.  
 
We would be happy to discuss with you, in further detail, any comments you may have.  
Please do not hesitate to contact Gabriele Holstein on +41 44 234 4486. 
 
 
Yours sincerely, 
UBS AG 


 


Dr. Robert Barnes  Dr. Gabriele C. Holstein 
Managing Director, Equities  Head of Public Policy EMEA 
UBS Investment Bank Group Governmental Affairs 
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UBS Response to the IOSCO Consultation  


on Regulatory Issues Raised by the Impact of Technological Changes on 


Market Integrity and Efficiency 


  


 


INTRODUCTION 


 


UBS would like to thank IOSCO for the opportunity to comment on the consultation 


paper on the impact of technological changes on market integrity and efficiency 


(“the Paper”). Please find below our response to the specific questions set out in 


the Paper.  


 


Q1: What impact have the technological developments in the markets in 


recent years had on your own trading? Has it encouraged, discouraged or 


had no impact on your willingness to participate on the lit markets, and 


how does this differ between asset classes and/or instruments?  


 


Due to technological developments, markets where electronic venues exist, such as 


cash equity, futures, and FX, have become predominantly screen based with almost 


all interaction done via algorithms and smart order routed DMA orders designed to 


normalise fragmented markets. In order to meet investors’ objectives for reducing 


market impact and manage the risk of opportunity cost, electronic orders are sliced 


and routed to multiple venues in real time. Technology has therefore assisted in 


enhancing access to liquidity and reducing transaction costs, in addition to 


increasing operational efficiency and scale. 


 


We would argue that the pace of technological advancement has been a necessary 


part of the competitive environment and represents a significant value proposition 


to clients. Technological developments have not discouraged our willingness to 


participate in lit markets. It has increased our ability to participate on order books, lit 


or otherwise.  Thus, it has had the effect of bringing more liquidity off of a trader’s 


blotter and into the market, 
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We understand that IOSCO is particularly looking for insight as to the quality of the 


short-term liquidity that has become a larger component of market volume in lit 


markets through the emergence of high frequency trading (“HFT”) strategies, and 


whether long term investors are driven away from trading on lit markets as a result.  


 


In this context we would like to emphasize two key points:  


 


First, it is not the presence of high frequency trading, but rather the risk of 


market impact and information leakage that discourages certain investors to 


trade on lit markets. Where markets lack anonymity it challenges those trying to 


execute block-like orders without suffering significant negative selection. Such risks 


still apply in markets within which high frequency trading has not yet been 


established. As such, the investor’s preference to trade on dark markets is a 


question of order size and price sensitivity.  Markets are evolving, with order size 


being a deterrent in any market, lit or dark.  Completion rates in either of these 


markets are key attributes.  If an institution finds sufficient liquidity to complete or 


nearly complete a sizable order, the information leakage associated with that 


execution and the footprint it leaves will not be viewed as damaging to the position 


in either market (they are wiling to exchange information in order to achieve the 


sizable execution). 


 


Second, the rise of dark trading opportunities, whether a dark MTF or 


Broker Crossing System, should not assumed to be used as a substitute for 


trading on the lit markets, but rather, dark liquidity is generally used as a 


complement to lit market order management.  It serves the purpose of 


drawing additional liquidity to the market. Buy-side firms will be more willing 


to trade orders in markets where they can cross or trade on dark venues due to the 


reduction in their market impact, albeit these executions may be quite small and 


detectable by limited market participants.  Orders that would have previously 


remained on the buy side blotter due to the constraining market impact risks are 


now traded, although again with caution and in smaller increments than perhaps 


have traditionally been desired. Many participants utilize dark venues on a “pass 


through” basis en route to the lit markets. Since not all of these orders will cross, 


fully or partially, there will be an increase in the liquidity that will route onto the lit 
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market, resulting in an incremental increase of lit book turnover. By offering an 


alternative in which the market impact is lower, anonymous markets provide a level 


trading environment that treats all participants fairly. Exchange and/or regulatory 


frameworks that lack anonymity by obliging the disclosure of broker-identifiers may 


create the unintended consequence of structurally allowing ‘front running’ by other 


market participants. This unfairly disadvantages the order flow that is forced to send 


a signal in the form of the disclosed broker identifier. With evolving technology and 


market intelligence, exchanges have managed to control some of the more 


egregious distribution of “broker identifiers” and manage this information leakage. 


 


Third and lastly, we would like to stress the fact that short-term liquidity did not only 


appear in the last couple of years with HFTs. While HFTs have devised new latency-


based ways to profit by price inefficiencies in smaller time increments and with 


greater volume, this activity has always existed in the form of market-marking. 


 


Q2: What are your views on the suggestion that proprietary trading firms 


(including HFT firms) that are not currently subject to 


registration/authorisation by a regulator should be required to obtain such 


a registration/authorisation? Are there specific regulatory requirements you 


believe such firms should face?  To what extent do your answers differ if 


the proprietary trading firm accesses the market as the customer of an 


intermediary firm through DEA (i.e. under that intermediary’s trading 


rules/codes) rather than as a direct member of the market itself? 


 


Within a local market it is key that all firms are regulated appropriately. It is also 


important that brokers have significant capital and that this is mandated by the 


regulator. We would, however, stress our view that HFT firms should not be subject 


to a different set, or tier, of specific regulatory requirements. All market participants 


should be held to equal standards with regards to trading conduct. Introducing 


specific requirements for HFT firms will invariably result in a game of regulatory 


arbitrage. We believe that a principles-based approach to regulate market-conduct 


is more fruitful in the long term.  
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All proprietary trading firms (i.e. a firm dealing as principal and not as agent) that 


are direct members of a trading venue should be subject to objective registration / 


authorization requirements of the relevant regulator. A firm that accesses a market 


via an intermediary’s system, however, should not have to separately register with 


its regulator or obtain formal authorization. Such regulation would be redundant, as 


it is already the member’s requirement and in that intermediary's best interest to 


conduct due diligence and impose appropriate pre- and post-trade controls. 


 


Q3: What recommendations, if any, would you propose to strengthen the 


regulatory requirements around pre- and post-trade risk controls? In 


particular, what measures, if any, do you think regulators should introduce 


that relate specifically to the use of and risks posed by algorithmic trading 


and/or HFT?  


 


In our view, risk controls and associated procedures are an integral part of the 


business. Hence, a layer of risk controls by either the intermediary or venue should 


be mandated. In particular, naked sponsored access where a possible unauthorised 


client accesses a market directly with no controls should in our view not be 


permitted.  


 


Specifically we would advocate a mandatory application of risk controls in the form 


of minimum standards. SROs and the broker dealer community should establish 


appropriate safeguards into the trading structures they provide. The self-policing 


will be beneficial for all participants.  The details of any control/policy, however, 


should be left to the individual counterparty, allowing them to tailor the 


aforementioned policies and procedures to their needs and use them as a key 


differentiator from competitors. Where a venue applies pre trade risk controls, we 


would stress the importance that the same controls are applied to all flow, via 


sponsored access or otherwise, in order to maintain an equitable trading 


environment at the venue.  


 


We do not believe that additional measures or separate tiers of regulation are 


necessary for HFT strategies or algorithmic trading flow.   All participants should be 
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governed by the same rules.  Proper monitoring and objective enforcement of these 


rules is critical to maintaining orderly and efficient markets. 


 


 


Q4: To what extent do you believe the use of trading control mechanisms 


such as circuit breakers and limit-up/limit-down systems by trading venues 


should be mandated? If you believe they should be mandated, should venue 


operators be permitted to design their own controls or should they be 


harmonised/coordinated across venues (including between interrelated 


instruments such as a derivative and its underlying)?  


 


In general, the use of trading control mechanisms could be mandated as long as the 


detail of implementation is left to the trading venues, which are better positioned to 


assess the appropriate controls for the microstructure.  It is in their own interests to 


have an efficiently functioning market. 


 


In times of acute stress in the market, circuit breakers have been demonstrated to be 


adequate measures to halt trading and try and restore some measure of regularity in 


the market. Ideally, if instruments are traded across several venues, circuit breakers 


must be harmonised to preclude any arbitrage opportunities. 


 


However, we believe that identifying related derivative instruments to be included 


within trading control mechanisms such as circuit breakers is a highly complex and 


difficult task requiring further analysis. We have not seen any data to definitively 


support the notion that there is sufficient liquidity in derivative products to warrant 


their inclusion within circuit breakers.  


 


Q5: To what extent do you believe market maker schemes offered by 


trading venues should be subject to mandatory minimum criteria? Should 


the criteria be determined by the trading venue alone? To what extent do 


you agree with the suggestion that the use of stub quotes should be 


prohibited?  
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Market makers can be helpful establishing and maintaining an adequate supply of 


liquidity and in keeping spreads narrow. Given the diversity of market participants in 


various asset classes and instruments, we believe it should be up to the trading 


venue to determine adequate criteria. Market maker strategies should not be 


subject to mandatory minimum criteria, as any such regulation is likely to distort the 


competition between trading venues for attracting market makers and create 


inherent inefficiencies.  


 


There are, however, arguments in favour of establishing general guidelines. As 


outlined in the consultation paper, the role of market making previously exclusively 


fulfilled by the designated market makers has, to a large extent, been taken up by 


high frequency trading firms operating market making strategies. In the main, these 


HFT firms do so outside of any official market making programme and take up this 


role on a purely commercial basis. This is due to the increased efficiency of the 


markets that has come about with development of electronic trading and central 


limit order books. 


 


A worrying trend in our view is for regulated markets acting as the Primary 


exchange to offer discriminatory pricing schemes where they look to incentivise this 


discretionary market making proprietary flow by offering fees or rebates that are far 


better than the tariff schedule for institutional client flow through a broker (the so-


called “Maker/Taker” model). This is due to the fact that Institutional client flow 


executed through brokers is constrained by best execution obligations, which 


impacts the ability to trade on other venues, while HFT proprietary market making 


flow has full discretion. 


 


We believe that there should be a guideline that pricing schemes should not be used 


as a commercial tool to incentivise some participants to the disadvantage or 


exclusion of others for existing commercially driven behaviour.  
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Q6: Do you have suggestions for improvements to regulators’ surveillance 


capabilities with respect to the markets and modern trading techniques? 


Please elaborate. Who should bear the cost of investing in such capabilities 


and the cost of operating and supervising the markets in order to ensure 


fairness among market participants? Please elaborate. 


 


We would welcome cooperation between regulators to leverage surveillance 


capabilities on an international level. Surveillance capabilities could be improved by 


regulation imposing an obligation on markets to examine access and report to 


regulators. Spending should furthermore be proportionate to the benefits of the 


surveillance technology. Costs of investing in such capabilities should be shared by 


all stakeholders.  


 


Q7: What do you perceive as the major causes of settlement indiscipline and 


settlement failures? What steps, if any, do you believe regulators should 


take to address these causes?  


 


In our view, the two major causes are incorrect static data and end client 


indiscipline. We believe that the existing regime of fines is adequate.  


 


Q8: Have the appropriate steps been taken to limit or manage conflicts of 


interest that arise where an investment firm simultaneously conducts client-


serving activities and proprietary trading or a trading participant is also a 


shareholder in a venue on which it trades? If you believe conflicts 


management is inadequate, please explain how this manifests itself and any 


recommendation you have for how conflicts management could be 


improved.  


 


We believe that adequate steps based on existing regulation on market abuse have 


been taken to limit or manage conflicts of interests. Firms trading on venues where 


they have an interest in the venue’s success already have a regulatory responsibility 


to explain how they manage any consequent conflicts of interest. 
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Likewise, when a brokerage firm holds a stake in a trading venue (as does UBS), 


best execution obligations protect clients from potential conflicts. For proprietary 


flow, it is at the participant’s discretion and choice as to where they trade. 


 


Q9: Do you think existing laws and rules on market abuse and disorderly 


trading cover computer generated orders and are relevant in today’s market 


environment?  


 


We believe that by and large the governing principles on market abuse and 


disorderly trading are sufficient. However, we feel there should be an in-depth 


discussion on 'flash orders', i.e. orders which are shown for a very short period of 


time to a limited number of participants. We also refer to our comments in Q10. 


 


Q10: Are there any strategies employed by HFT firms that raise particular 


concerns? If so, how would you recommend that regulators address them?  


 


HFT firms practising statistical arbitrage strategies offer a useful service to the 


market and help to transfer risk efficiently. Market making strategies also offer 


immediate liquidity, although in small size, meaning that for small orders and retail 


size orders the costs to execute have come down. 


 


An HFT strategy that raises particular concern occurs on venues that offer rebates 


for passive flow. The strategy looks to be profitable through identifying when an 


order is likely to cross the spread, queue jumping by quickly placing an order 


passively above the current best bid or offer, and trading purely to collect the 


rebate. These so-called “rebate hunters” offer no valuable service to the market in 


terms of risk transfer and the liquidity they provide is not complementary or 


meaningful, as they are looking to get ahead of existing liquidity. 


 


Flash-orders are also a concern because the majority of market participants will not 


be able to execute on those orders. Hence, while the spread may appear to be tight, 


it is, in reality, not a realistic representation of the tradable spread. 
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Q11: Should charges or fees be imposed on messages, cancellations or high 


order-to-trade ratios? If so, how should the fees or charges be determined 


and on what basis?  


 


In our view, order-to-trade ratios that are abnormally high should be constrained.  


However, it should be up to the trading venue to determine the appropriate course 


of action. We would stress that this does not have to be via the imposition of fees, 


as trading venues can discuss inappropriate behaviour with their members.  


 


Where trading venues choose to impose charges or fees, a marginal cost for 


subsequent messages could be applied once a high order–to-trade ratio is reached. 


This would be a disincentive to manage order to trade ratios above a threshold. 


Alternatively, a system where all orders were charged a small nominal fee would 


directly tackle the problem of users joining different flows together to reduce rates. 


We are aware of certain trading venues already imposing a monetary sanction on 


market participants via an increase in brokerage fees if the fill ratio (no of trades 


versus no of orders) is not met. We believe that trading venues should ensure that 


the pricing mechanism drives efficiency and gives market participants the choice to 


trade on visible liquidity. It should be noted however that any financial cost 


introduced should only act as a deterrent and not increase the cost of trading for 


market participants with order to trade ratios that are deemed normal.  


 


We do not support the imposition of limits on a ratio of orders to transactions.  


 


Q12: Should market operators be required to make their co-location services 


available on a fair and non-discriminatory basis?  


 


Yes, we believe co-location services should be available on a non-discriminatory 


basis.  


 


Q13: Should market operators be required to provide testing environments 


to enable participants in stress test their algorithms? If so, what kind of 


minimum requirements are reasonable?  
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We believe that market operators should provide appropriate testing environments 


for participants to test their algorithms.  However, we would argue that it should 


not be mandated by the regulator as there is already sufficient market pressure for 


market operators to do so. A trading venue not providing a testing environment is 


likely to have a short commercial life span. 


  


If regulation is established, it should only be done so on a principles-based approach 


requiring trading venues to have an adequate testing mechanism that mirrors the 


production environment as closely as possible, to allow market participants to meet 


their own operational risk control requirements. 


 


Q14: To what extent do you have other comments related to the risks to 


market integrity and efficiency raised by the issues in this report?  


 


In general, regulators should consciously avoid measures that constrain the 


innovation and progress offered by technological development. The freedom to 


choose a venue and execution method should be maintained. Fair access to services 


and a diverse market structure catering to all market participants’ needs should be 


encouraged. As discussed in the report, IOSCO recognizes that High Frequency 


Trading in itself is not damaging to the markets and some strategies are valuable in 


transferring risk and providing smaller size liquidity. Nefarious high frequency 


strategies are already covered by existing market abuse regulation. 
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FESE Response to IOSCO consultation on Regulatory Issues Raised by the Impact of Technological 
Changes on Market integrity and Efficiency – CR02/11 


 
I. Introduction 


 
We thank IOSCO for the opportunity to respond to the current Consultation Paper. The Federation of 
European Securities Exchanges (FESE) represents 46 exchanges active in equities, bonds, derivatives and 
commodities through 21 full members from 30 countries, as well as 7 observer members from European 
emerging markets. FESE is a keen defender of cross-border competition and many of its members have 
become multi-jurisdictional exchanges, providing market access across multiple investor communities. 
FESE members operate Regulated Markets (RMs), which provide both institutional and retail investors 
with transparent and neutral price-formation. In line with the interests of the broader market, securities 
admitted to trading on our markets have to comply with stringent initial and ongoing disclosure 
requirements and accounting and auditing standards imposed by EU laws. 
 
FESE members are happy to contribute to IOSCO’s consultation. FESE supports efficient, fair, orderly and 
transparent financial markets that meet the needs of well protected and informed investors and provide 
a source for companies whereto raise capital. In Europe, capital markets have greatly changed since the 
implementation of the Markets in Financial Instruments Directive (MiFID). This has resulted in more 
competition among trading venues as new types of them (Multilateral Trading Facilities, MTFs, and 
Systematic Internalisers, SIs) now compete with incumbent exchanges. Competition facilitates greater 
efficiency and pushes technological innovation.  FESE members support both global and European wide 
competition on a level playing field as a means of achieving the most significant efficiency and 
reductions in trading costs. 
 
Significant technology advancements have been implemented by trading venues, in a bid to provide the 
investor with improved access to and interaction with the market. One of them is high frequency trading 
(HFT) which allows more accurate, granular and faster pricing of securities. HFT can be seen as bringing 
liquidity to the markets and leading to higher long term efficiency and increasing transaction flow. As 
pointed out in the consultation report, there is no clear evidence of consistent negative effects of HFT. 
Following the US Flash Crash – the roots of which are, for various reasons, specific to the US – the focus 
has shifted to HFT and the potentially detrimental effects it may have on already volatile markets. In this 
regard, FESE welcomes this opportunity to outline the provisions taken by its members to foresee such 
problems and the tools that they have put in place to safeguard against this. 
 


II. General Remarks 
 
In addition to our responses to the different questions outlined below, and in an equally constructive 
spirit, we would like to note the following observations we have about the CP in general that go beyond 
specific issues: 
 
II.i. Market fragmentation and dark liquidity 
Competition has brought about high fragmentation in European capital markets. Following the 
introduction of many new trading platforms, MTFs and SIs, there has been a significant growth of dark 
trading in European equity markets. Under MiFID’s transparency regime, dark liquidity pools have 
emerged for those investors who wish to execute large trades without facing a potential adverse market 
impact. However, a large share of this dark trading is taking place outside MiFID trading venues. OTC 
was intended to capture those trades that were above standard market size, ad-hoc and irregular, and 
carried out on a non-systematic basis. There is no consensus on the current level of liquidity in the OTC 
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space; however, the best available figure for trades that are reported as OTC is 37.8% of all European 
equity trading1. The uncertainty over what is contained within this figure (genuine trades as well as 
duplicate, technical trades, etc) is unacceptable. OTC trading is exempt from most MiFID rules that apply 
to RMs, MTFs and SIs, namely transparency obligations and market surveillance, which raises concerns 
about the effect this level of trading has on price formation in not only lit markets, but also properly 
regulated dark trading venues. Failure to fully implement the correct trading venue rules will see a 
significant number of venues in Europe, such as Broker Crossing Networks/Broker-Dealer Platforms, 
which are not regulated in the same manner and to the same standards as trading venues. This 
unexpected increased fragmentation will no doubt have a negative effect on price formation. The fact 
that not all trading platforms are regulated in the same way also needs to be taken into account when 
designing policies to address the potential risks of HFT, which, in different forms, takes place in all 
venues, including OTC.  
 
II.ii. Direct electronic access 
 
Direct electronic access itself does not raise regulatory concerns provided there is pre-trade risk 
management, the sponsor retains the responsibility of trades, the sponsored access is given upon 
exactly the same terms and conditions as any other type of access to market participants and  adequate 
market surveillance is in place. 
 
II.iii. Co-location 
Most Regulated Markets (RMS) and MTFs which offer co-location services already provide a transparent 
and non-discriminatory service which is available to any member wishing to use it and have the 
commercial business case to do so. This is part of the general requirements placed on RMs and MTFs. 
 
II.iv. Tick sizes 
HFT is not the main driver for the reduction of tick sizes, but rather one of the main drivers. Competing 
in terms of tick sizes is widely agreed as being damaging to the stability of the market, as the short-term 
effects of attracting higher volumes by undercutting tick sizes can be quickly mimicked by others, with 
the end result of overall reduced levels of liquidity. There is clear consensus on the most 
appropriate/beneficial outcome and each market has to deal with the specifics within its own product 
base. 
 
FESE, LIBA (now AFME) and the MTFs co‐operated during 2009 to agree a harmonised tick‐size approach 
to be used in most equity markets across Europe. On 30th June 2009 an implementation timescale was 
agreed to deliver this harmonised service. Currently the co‐operative agreement amongst the venues is 
proving successful and further revisions (with the aim of making the agreement more formal and stable) 
are being investigated in a co‐operative manner. Therefore, we currently believe that this issue should 
be left to market forces.  
 
II.v. Fee structures 
The key elements of fee structures should be that they are transparent, open to all users of the venue 
on equal or equivalent terms and are unambiguous. One key development in fee structures used by 
trading platforms in Europe is the introduction of incentives for the provision of liquidity. Examples are 
the maker‐taker‐schemes of various MTFs. Furthermore, another key development is an order‐based 
pricing model instead of an execution-based pricing model. In general, pricing has become more 
differentiated. Blue chips typically receive the most attention, thus fees in general are being reduced for 
more liquid securities where fragmentation pressure is more intense. There also seems to be a typical 
trend towards giving  scale discounts based on usage. 


                                                      
1 CESR consultation paper Equity Markets (CESR-10/394) 
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Please find below a table containing the perceived benefits and downsides of the various fee structures: 


Fee Structure Benefits  Downsides 


Maker‐Taker 
Schemes 


Credits for liquidity 
provision cause lower 
spreads 


 Liquidity takers which benefit from higher spreads do 
have to pay higher taker fees in order to finance the 
credits given to those providing liquidity. As a 
consequence, the total impact for a firm acting in both 
capacities should be neutral. In practice, however, 
"smart order routing" (SOR) might only incorporate 
the bid/ask prices and not the (taker) fees and in this 
case a maker‐taker‐scheme would hide the total 
execution costs but this impact would be dependent 
on the quality of the SOR functionality. 


Order‐based fees Customers / members 
benefit from an ex 
ante‐predictability; 
there is no impact of 
unexpected partial 
executions on the 
transaction fees 


 


Scale discounts Larger usage  trading 
firms benefit from lower 
transaction fees 
incentivizing scale 


 The scale discounts trigger at varying levels depending 
on volume.  Beneficiaries of such discounts use their 
market power to put pressure on trading venues / 
venue operators. In the final consequence, providing 
such discounts can result in a concentration of order 
flow which may  further increase their market power.  
 


 
Any decision to connect to a trading platform will be based on a business case which comprises many 
aspects. The most important aspects are likelihood and quality of execution potential, order 
management capabilities,  depth of  trading firms in the respective market and complexity of interfaces 
/ processes. Post‐trade costs are equally important. Generically fee structures seem to be less important 
– as long as they do not exceed a certain (subjective / business case‐related) threshold with regards to 
fee levels, transparency or complexity. 
 
Fees and fee structures which are uniformly valid for all trading members should be made public to all 
existing and potential market participants. This increases transparency in  European trading. All FESE 
members make their tariff structures public in line with the Code of Conduct commitments (which is a 
self-regulatory regime adopted in 2006). 
 
Recent market developments with greater competition and, therefore, greater fragmentation of 
liquidity and successfully implemented price transparency measures brought about by the Code of 
Conduct demonstrates that there is no systemic market inefficiency caused by fee structures. Hence, 
no regulatory action is needed. However, a strong recommendation is to carefully observe and analyse 
increasing fragmentation and the lack of market transparency (e.g. unregulated dark pools) causing 
higher implicit transaction costs (bid prices, ask prices) for investors. 
 
II.vi. High Frequency Trading 
FESE agrees with IOSCO’s interpretation of HFT as not a trading strategy in itself, but as a technology 
that encompasses a variety of trading strategies. 
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HFT allows actors with the capacity and commercial incentive to interact in markets within extremely 
fast timescales. The potential to interact in such timescales on RMs and MTFs is transparent and usually 
available to any participant with the technological and financial capacity who chooses to utilise this type 
of business model. This is a product both of technological advance and financial regulation and is not 
hugely dissimilar to the historical concept of market makers being located on the floor of an exchange in 
open outcry to enable them to be close to information dissemination and be able to react in real time to 
market opportunities and movements.  
 
It is important to note that in Europe, a large portion of existing RMs and MTFs already have risk 
controls (such as circuit breakers and stress testing) in place. This is displayed in the table in response to 
question 4. 
 
FESE agrees that there is nothing intrinsic to HFT that leads to market abuse and that we have not seen 
any material evidence to imply this is systematically the case. Like any other trading activity, trading 
strategies using HFT may involve market abuse when not monitored properly and managed through the 
relevant controls in place. 
 
II.vii. HFT in dark trading venues and the OTC space 
Much of the current policy debate on HFT is focused on the lit markets and, when it refers to dark 
venues, it tends to focus on regulated dark trading venues. Less considered is the issue of interaction of 
HFT in the OTC space. By contrast, some recent researchers have suggested that HFT exists in the OTC 
space, probably in particular in the platforms known as Broker Crossing Networks (BCNs) in Europe 
which are currently regulated as OTC2. Whether the HFT trading in the OTC space has the same trading 
strategies as in RMs or MTFs may not yet be known (due to the limited public information about OTC 
trading in Europe); however, it is known that the proprietary desks of the crossing system providers 
often act as market makers applying strategies that are largely comparable to HFT market making on lit 
markets. As a result, according to one study3, ‘*a+ny assessment of HFT based strategies has to take a 
functional rather than an institutional approach. HFT is applied by different groups of market players 
from investment banks to specialized boutiques. Any regulatory approach focusing on specialized 
players alone risks (i) to undermine a level playing field and (ii) exclude a relevant part of HFT strategies.’ 
We support this recommendation. 
 
II.viii Regulatory tools  
FESE agrees that regulators should look at the issue of naked sponsored access in order to ensure that 
the correct level of responsibility is adhered to by intermediaries. Until this issue has been solved, FESE 
is strongly against naked sponsored access. 


                                                      
2 Peter Gomber and Axel Pierron (2010) MiFID: Spirit and Reality of a European Financial Markets Directive. Please see : 
http://www.fese.be/_mdb/news/MiFID_report_Final%20(3).pdf  
3 Peter Gomber (2011) ‘High Frequency Trading’. Please see : http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1858626  



http://www.fese.be/_mdb/news/MiFID_report_Final%20(3).pdf

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1858626
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III. Response to Consultation Questions 


 
 


Q1. What impact have the technological developments in the markets in recent years had on your 
own trading? Has it encouraged, discouraged or had no impact on your willingness to participate on 
the lit markets, and how does this differ between asset classes and/or instruments? 


 
N/A. FESE members do not participate in the markets they operate. 
 


Q2. What are your views on the suggestion that proprietary trading firms (including HFT firms) that 
are not currently subject to registration/authorisation by a regulator should be required to obtain 
such a registration/authorisation? Are there specific regulatory requirements you believe such firms 
should face?  
 
To what extent do your answers differ if the proprietary trading firm accesses the market as the 
customer of an intermediary firm through DEA (i.e. under that intermediary’s trading rules/codes) 
rather than as a direct member of the market itself?  


 
While some of our members consider such an authorisation unnecessary (among other reasons because 
the direct member, which is regulated, must bear the risk), FESE believes it should be up to HFT firms to 
respond to the question on authorisation.  
 
With regards to Direct Electronic Access (DEA), FESE is against naked access because of major concerns 
with respect to risk management controls. 
 


Q3. What recommendations, if any, would you propose to strengthen the regulatory requirements 
around pre- and post-trade risk controls? In particular, what measures, if any, do you think regulators 
should introduce that relate specifically to the use of and risks posed by algorithmic trading and/or 
HFT?  


 
With regard to Sponsored Access (SA), liability for damages, manipulative trading practices, errors, etc., 
must be clearly regulated to provide clarity on who is held liable (the sponsoring firm or the client using 
SA). Clearly, in the current environment, this can only follow contractual process flows as the trading 
venue only has a legal relationship with the sponsoring firm, not the client using SA, and this is the only 
recourse for progressing liabilities. Without changes in those relationships the sponsoring firm is taking 
on additional liabilities.  Therefore, the sponsoring firm must ensure that the firm is able to monitor and 
is equipped to bear the risks associated with offering sponsored access to its clients. Naked sponsored 
access would allow non‐members to place orders with an execution venue without pre‐trade risk 
controls by a trading member, we believe that this should not be possible in Europe under MiFID. 
 
We would like to stress the importance of having risk tools in place that are at the trading member and, 
where appropriate, at venue level. Venues have risk management tools such as , technical and capacity 
throttles or maximum order quantities etc.  
 


Q4. To what extent do you believe the use of trading control mechanisms such as circuit breakers and 
limit-up/limit-down systems by trading venues should be mandated? If you believe they should be 
mandated, should venue operators be permitted to design their own controls or should they be 
harmonised/coordinated across venues (including between interrelated instruments such as a 
derivative and its underlying)?  
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As stated in the above General Remarks, a large portion of existing RMs and MTFs already have such risk 
controls in place (such as circuit breakers and stress testing). As these control mechanisms are already in 
place, we do not feel the need to mandate venues to use them. RMs and MTFs understand that in order 
to ensure investor confidence and an efficient market place, a well functioning control system is vital, 
especially in the wake of the US Flash Crash. Controls should not be harmonised across trading venues, 
as this would cause difficulties and a “one-size-fits-all” approach may not be appropriate for all products 
and circumstances.  Instead each venue should be allowed to implement the trading controls that best 
suits their market and operating system. 
 
Please see below the table summarising the current risk controls in place in some trading venues: 
 


 
 


Q5. To what extent do you believe market maker schemes offered by trading venues should be 
subject to mandatory minimum criteria? Should the criteria be determined by the trading venue 
alone? To what extent do you agree with the suggestion that the use of stub quotes should be 
prohibited?  


 
Market Making regimes tend to offer the market makers enhanced tariffs or access in return for them 
undertaking the obligations; the design of such schemes should be left to the markets to determine the 
most appropriate solutions to ensure market efficiency, liquidity and necessary participation. 
 


Name of trading venue(s) 


Type of trading 
venues 


Circuit Breakers Stress Testing 


RM MTF RM MTF RM MTF 


Athens Stock Exchange (ATHEX-ASE) operated by 
Athens Exchange S.A 


Yes Yes YES No Yes No 


Bolsas y Mercados Españoles Yes Yes Yes Yes Yes Yes 


Börse Berlin Equiduct Yes Yes Yes Yes Yes Yes 


Bulgarian Stock Exchange Yes - No - No - 


Budapest Stock Exchange Yes - Yes - No - 


Cyprus Stock Exchange Yes Yes No No No No 


Deutsche Boerse: 
 Frankfurter Wertpapierbörse 
 Eurex Deutschland 


Yes Yes Yes Yes  Yes Yes 


Irish Stock Exchange Yes Yes Yes Yes Yes Yes 


Istanbul Stock Exchange Yes - Yes - Yes - 


Istanbul SE: Automated Trading System (OTASS) 
[in the Bonds and Bills Market] 


Yes - No - No - 


Ljubljana Stock Exchange –Trading on Xetra 


System (Xetra backend Vienna) 


Yes - Yes - No - 


Luxembourg Stock Exchange 
Euro MTF 


Yes Yes Yes Yes Yes Yes 


Malta Stock Exchange Yes - Yes - No - 


NASDAQ OMX: 
 NASDAQ OMX Nordic 
 First North 


Yes Yes Yes Yes Yes Yes 


NYSE Euronext Yes Yes Yes Yes Yes Yes 


Oslo Børs: Oslo Axess, Oslo ABM, Oslo Connect Yes Yes Yes No No No 


SIX Swiss Exchange Yes - Yes - YES - 


Warsaw Stock Exchange Yes - Yes - No - 


Wiener Boerse: Xetra Vienna Yes Yes Yes Yes No No 
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Given the definition of HFT is a subset of algorithmic trading and this activity is not wholly market maker 
driven, it may not be appropriate to mandate obligations on HFT traders generically. If these were to 
apply to HFT it may result in unintended consequences. 
 
Market makers are a special kind of participant and are beneficial to liquidity. Mandating ongoing 
liquidity provisions would hurt activity whereas incentives would be the better route. These incentives 
are already in place by many exchanges in the form of fee discounts. Moreover, market maker schemes 
provide a differentiating factor for trading venues, and are carefully calibrated to reflect the nature of 


the market. We do not support the introduction of mandatory minimum criteria. 


 


Q6. Do you have suggestions for improvements to regulators’ surveillance capabilities with respect to 
the markets and modern trading techniques? Please elaborate.  
 
Who should bear the cost of investing in such capabilities and the cost of operating and supervising 
the markets in order to ensure fairness among market participants? Please elaborate.  


 
In principle, the concept of greater co‐operation would provide enhanced stability to the markets and 
increase the potential that abuses would be identified and appropriate action taken. However, as 
fragmentation is now so widespread and the organisations in question are in direct competition with 
each other, it is challenging to ascertain how this concept could work in practise without a “lead” entity 
and strict and transparent engagement criteria. It would appear sensible that the “home market” or 
“listing venue” take the lead in this respect; clearing the work in conjunction with the relevant 
prudential regulator. As an example of co‐operation the majority of RMs, who are members of FESE, 
already have in place a formal methodology to enable us to communicate with the relevant experts on 
trading on disruptions or halts.  
 
In the case of cross‐border market abuse, the European Securities and Markets Authority (ESMA) should 
be given greater monitoring and enforcement powers to ensure venues are effectively co-operating. 
 


Q7. What do you perceive as the major causes of settlement indiscipline and settlement failures? 
What steps, if any, do you believe regulators should take to address these causes?  


 
Contrary to other jurisdictions, EU Regulated Markets and other market infrastructures have already 
had in place for a number of years different systems for settlement discipline. These range from  
penalties for late matching, penalties for failed settlement and buy-in regimes which all strive to 
maximise settlement efficiency and ensure the investor receives delivery of the product on time.  This 
has ensured that settlement efficiency on intended settlement date in most EU countries is currently at 
levels close to 100%. We are not aware of similar systems or rates in the OTC markets. 
 
However, these systems are not fully harmonised and for this reason an industry group was formed by 
the European Commission at the end of 2009: the Harmonisation of Settlement Cycles Working Group 
(HSCWG), whose aim is to make European Financial Markets more competitive by harmonising the time 
it takes for a transaction to be settled (settlement cycles) which in most of Europe is three days after the 
transaction is executed (T+3), although in Germany, Slovenia and Bulgaria is T+2 (the US and Japan are 
also on T+3 and are currently reflecting upon a reduction to T+2 following the European example). A 
sub-group of the HSCWG also looked at the way to harmonise Buy-In and Penalty regimes in Europe (the 
so-called Settlement Discipline regimes). The group concluded that there is a role for legislation setting 
out certain high level rules and minimum requirements with regard to settlement failures. 
 
Settlement indiscipline and failures can be due to many different reasons: miscommunication between 
parties, operational disruptions, daisy chain (i.e. one participant fails to deliver because he was waiting 
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to receive securities from another participant that also failed to deliver), lack of cash to deliver, naked 
short selling, etc. 
 
In light of the above, we believe that regulators are already taking the necessary steps to address 
settlement indiscipline and failures in the context of the European Commission legislative proposal on 
CSDs. Hence, we do not believe that additional steps are needed at this point. 
 


Q8. Have the appropriate steps been taken to limit or manage conflicts of interest that arise where an 
investment firm simultaneously conducts client-serving activities and proprietary trading or a trading 
participant is also a shareholder in a venue on which it trades? If you believe conflicts management is 
inadequate, please explain how this manifests itself and any recommendation you have for how 
conflicts management could be improved. 


 
There should be independent scrutiny of broker matching algorithms/engines in order to 
avoid/mitigate any potential conflict of interest, especially as users of these services cannot effectively 
scrutinise these.  Please also see our answer to Q9. 
 


Q9. Do you think existing laws and rules on market abuse and disorderly trading cover computer 
generated orders and are relevant in today’s market environment?  


 
The European Commission is currently undertaking a review of the Market Abuse Directive (MAD). FESE 
believes that this review is very timely in order to bring the MAD rules in line with current trading 
environment. In particular, we recommend the following improvements: 


 There needs to be a level playing field and cooperation across all execution venues with 
potentially Level 3 definitions covering issues such as alerts, data standards, and information 
sharing. 


 Overall, the new MAD regime should ensure an effective oversight of all activity in the same 
product (a stock could be traded simultaneously on the home RM and a number of MTFs and 
OTC spaces). Pan‐European surveillance can only happen with greater cooperation among the 
venues and between the venues and the supervisors. 


 


Q10. Are there any strategies employed by HFT firms that raise particular concerns? If so, how would 
you recommend that regulators address them?  


 
FESE has no evidence that any specific strategies employed by HFT firms which would pose great risks or 
would harm market efficiency. The only risk is a computer glitch or a so-called “fat finger” syndrome, 
e.g. programs running wild sending thousands of orders to the market per second , or user input error. 
This may reduce overall latency and possibly halt markets temporarily with negative consequences for 
price discovery. Flipping and layering are also potential risks. Market abuse should not be considered 
only in the context of HFT, but for all participants when discussing regulatory issues. 
 


Q11. Should charges or fees be imposed on messages, cancellations or high order-to-trade ratios? If 
so, how should the fees or charges be determined and on what basis?  


 
Trading venues should retain the flexibility to price services which best reflect the usage of the 
resources and consume capacity. Any such structures should not be imposed by regulators.   It should be 
up to the market operator to charge per message or on the level of order-to-trade ratio as restricting 
market operators in their freedom to compete by imposing a minimum level of fees is not beneficial to 
the market. Market operators already have strong incentives to manage system load adequately. 
 


Q12. Should market operators be required to make their co-location services available on a fair and 
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non-discriminatory basis?  


 
According to MiFID, RMs and MTFs are required “to establish and maintain transparent rules, based on 
objective criteria, governing access to its facilities”. With regards to the execution system, both RMs and 
MTFs “are obliged to have transparent and nondiscretionary rules and procedures that provide for fair 
and orderly trading and establish objective criteria for the efficient execution of orders”. This means 
that RMs and MTFs are not allowed to provide ‘unfair advantages’ to any market participant, including 
HFTs. As long as co‐location is available to all members on a similar basis, this does not cause  any issues 
that we can identify. 
 


Q13. Should market operators be required to provide testing environments to enable participants in 
stress test their algorithms? If so, what kind of minimum requirements are reasonable?  


 
It is not necessary to regulate stress testing of trading venues as regulation and competitive pressure 
ensures that trading venues provide the necessary investments into their infrastructure and ensure it 
remains robust. 
 
RM’s usually offer, and in some case mandate, testing for new entrants to their venues or when existing 
members have to adapt or change technology to connect & communicate with the venue. As changes to 
algorithms may not affect such communication as the HFT firm must ensure its systems and controls are 
adequate and fulfil the rules of the venue they are accessing. Such interaction on a voluntary nature  
should be accommodated were possible. In any case, this should not be mandatory but left to the 
market operators. 
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Introduction 


 


The Wholesale Markets Brokers’ Association (WMBA) and the London Energy Brokers’ 


Association (LEBA) are the European Industry Associations for the wholesale 


intermediation of Over-the-Counter (OTC) markets in financial, energy, commodity and 


emissions markets and their traded derivatives.  Our members are Limited Activity firms 


that act solely as intermediaries in the said wholesale financial markets.  As IDBs, the 


WMBA members’ principal client base is made up of global banks and primary dealers.  


The replies below to the questions in the paper should be seen in the context of WMBA 


members acting exclusively as intermediaries, and not as own account traders.  (Please 


see www.wmba.org.uk and www.leba.org.uk for information about the associations, its 


members and products.)  


 


Operating as the hub of the global financial market infrastructure, Interdealer Brokers 


(IDBs) are MiFID compliant and highly regulated intermediaries by virtue of their 


regulatory authorisation and from being subject to supervision under CAD as Limited 


Activity firms.  Our members are neutral, independent, and multi-lateral and provide 


free, fair and open access to their trading venues for all suitably authorised and 


regulated market participants.  IDBs do not take positions in the markets they operate in 


and their collective service as the gateway to the global financial marketplace creates 


price discovery and significant liquidity.  All transactions, whether executed via voice, 


hybrid or fully electronic means, are immediately captured at the point of trade, are 


subject to straight-through-processing, and are made available for transparent and 


timely transaction reporting to the relevant regulators. 


 


For this reason, the majority of questions in the Consultation Paper are not entirely 


relevant to WMBA members’ activities even though they are to most of their clients.  


Consequently, WMBA have limited their response to the topics that are relevant to their 


members and on which they have relevant expertise. 


 


Answers to the Consultation 


 


Q4 To what extent do you believe that the use of trading control mechanisms 


such as circuit breakers and limit-up/limit-down systems by trading venues 


should be mandated?  If you believe they should be mandated, should venue 


operators be permitted to design their own controls or should they be 


harmonised/coordinated across venues (including between interrelated 


instruments such as a derivative and its underlying)? 


 


WMBA considers that trading control mechanisms are already adequately covered in 


Europe by Article 26(1) 1 and Article 43 (1) of MiFID2004/39 2 and that introducing 


mandatory controls in respect of circuit breakers and limit-up/limit-down systems merely 


duplicates these requirements.   


 


                                                           
1
 Article 26(1) Member States shall require that investment firms and market operators operating an MTF establish and maintain effective 


arrangements and procedures relevant to the MTF for the regular monitoring of compliance by its users with its rules.  Investment firms 


and market operators operating an MTF shall monitor the transactions undertaken by its users under their systems in order to identify 


breaches of those rules, disorderly trading conditions or conduct that may involve market abuse. 
2
 Article 43(1) Member States shall require that Regulated Markets establish and maintain effective arrangements and procedures for the 


regular monitoring of compliance by its users with its rules Regulated Markets shall monitor the transactions undertaken by its members 


or participants under their systems in order to identify breaches of those rules, disorderly trading conditions or conduct that may involve 


market abuse. 
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However, should IOSCO consider the use of mandatory control mechanisms to be 


desirable, the systems of circuit breakers and trading halts in Europe needs to be 


carefully calibrated across exchanges and MTFs and at the appropriate level, such that 


trading is not halted too often and only where there is a genuine need for the market to 


pause for breath. 


 


Q6 (i) Do you have suggestions for improvements to regulators’ surveillance 


capabilities with respect to the markets and modern trading techniques? 


(ii)Who should bear the cost of investing in such capabilities and the cost of 


operating and supervising the markets in order to ensure fairness among 


market participants?  Please elaborate. 


 


A significant amount of transaction data is already collected by regulators for the 


markets they monitor.  It is also anticipated that additional data will be collected with 


respect to OTC derivatives transactions under the European Markets Infrastructure 


Regulation (EMIR), with such data being recorded and warehoused in trade repositories.  


Regulators’ surveillance abilities will likely be significantly enhanced by having access to 


this broader data set. 


 


That being said, we appreciate that regulators are reviewing their surveillance 


capabilities in light of the significant changes in market practice and technology over the 


last few years.  A thorough cost/benefit analysis should be central to decisions for 


significant spending in this area.  Regulators providing a clear description of what they 


regard as the main risks involved with modern trading techniques (and how these should 


be monitored) will also help firms and trading venues address these risks in their trading 


systems. 


 


Additional cooperation and harmonisation of approach between regulators would foster 


an efficient use of resources and surveillance capabilities.  Firms and venues would likely 


benefit from a higher degree of consistency from regulators through adopting more 


consistent controls and techniques and thereby optimizing their own surveillance 


capabilities. 


 


Q11 Should charges or fees be imposed on messages, cancellations or high 


order-to-trade ratios? If so, how should the fees or charges be determined and 


on what basis? 


 


Whilst the imposition of these additional charges would be beneficial to its members, 


WMBA believes that the fees or charges imposed by venues on participants should be 


commercially set at the full discretion of that venue.  It strongly disagrees with the 


concept of imposing firm limit on a ratio of orders to transactions. 


 


Q14  To what extent do you have other comments related to the risks to market 


integrity and efficiency raised by the issues in this report? 


 


In this section, we have addressed some of the ideas put forward in the “Possible Future 


Actions” section of the IOSCO paper that begins on page 38. 


 


It is suggested to assess whether HFT or algorithm traders should provide for specific 


forms of stress testing and internal sign-off processes for new algorithms, similar to 


IOSCO’s Principle 8 for Direct Electronic Access.  We do not feel that it would be practical 
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or valuable to define specific stress tests or sign-off processes as every strategy, as well 


as its testing requirements, is different.  However, we believe that the market in general 


would benefit from higher quality exchange testing environments. 


 


The Report also suggests the introduction of minimum tick size and minimum order book 


resting time.  We are not aware of specific problems with how the market currently 


functions in these areas and therefore see no need for regulatory intervention.   


 


Conclusions 


 


WMBA hope that IOSCO find our response to this consultation report useful and are 


available to discuss the contents or provide any further information or clarification that 


may be required. 
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August 12, 2011 
 
 
 
Mr. Werner Bijkerk 
International Organization of Securities Commissions (IOSCO) 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
Dear Mr. Bijkerk, 
 
The Futures Industry Association (FIA) Principal Traders Group and FIA European Principal Traders 
Association appreciate the opportunity to comment on the IOSCO Consultation Report on Regulatory 
Issues Raised by the Impact of Technological Changes on Market Integrity and Efficiency (the 
“Consultation Report”).  
 
The Consultation Report provides a thorough analysis of many of the developments in market 
structure that are dramatically changing the way investors and liquidity providers access and 
trade the markets. Members of the U.S. FIA Principal Traders Group and the FIA European 
Principal Traders Association (“FIA PTG/EPTA”) collaborated on the attached response, which 
comments on the observations in the Consultation Report and responds to select questions posed 
therein. FIA PTG/EPTA membership includes more than 40 European and U.S. principal trading 
firms that represent a major part of the volume on listed markets globally.  
 
Principal traders have a vested interest in well regulated markets and strongly support initiatives to 
provide regulators with the necessary tools to detect, deter and enforce fraudulent and manipulative 
behavior. FIA PTG/EPTA also supports the deployment of robust risk management controls by 
participants, clearing firms and exchanges to protect the stability and integrity of the markets.  Our 
members strongly believe that market integrity is not the exclusive responsibility of any one group of 
market providers or participants.  Rather, exchanges, clearing firms, trading firms, and regulators each 
have a role in ensuring fair and orderly markets.  As noted in more detail in our response, proposed 
regulations and market structure reforms should carefully leverage the strengths of these constituencies.   
 
As IOSCO develops recommendations in response to the G20 mandate, we believe it is 
important to recognize that technology has leveled the playing field for market participants and 
provides a much higher degree of transparency for surveillance than historically available when 
the execution venue was a trading floor.  Although certain market structure refinements may be 
appropriate, the benefits of electronic trading—increased transparency, greater liquidity, tighter 


2001 Pennsylvania Ave. NW 
Suite 600 
Washington, DC 20006-1823 


 
202.466.5460  
202.296.3184 fax 
www.futuresindustry.org 







spreads, and reduced costs—should be recognized and must not be sacrificed.  Academic and 
industry research overwhelmingly support the important role of electronic liquidity providers in 
today's marketplace including those who employ tools such as algorithmic and high-frequency 
trading. We caution regulators against basing regulations on evidence that is merely anecdotal.     
 
We would be happy to provide additional information as needed. 
 
Respectfully submitted, 
 
Donald Wilson   Remco Lenterman 
Chairman   Chairman 
FIA Principal Traders Group FIA European Principal Traders Association 
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FIA Principal Traders Group and FIA European Principal Traders Association 
Response to the IOSCO Consultation Report:  


Regulatory Issues Raised by the Impact of Technological Changes 
on Market Integrity and Efficiency 


 
 
Technology has brought numerous changes to the financial markets. The IOSCO Consultation Report on 
Regulatory Issues Raised by the Impact of Technological Changes on Market Integrity and Efficiency 
("IOSCO Report") appropriately examines these changes. Numerous studies have provided evidence of 
the benefits markets and market participants now enjoy because of technology.1 The IOSCO Report 
asserts that there are “risks that these innovations pose to the efficiency and integrity of markets” and 
that “[t]hese changes raise issues that should be addressed by regulators in order to maintain the 
integrity of financial markets.”    


The comments presented here represent the views of the FIA Principal Traders Group2 and the FIA 
European Principal Traders Association3  (collectively "FIA PTG/EPTA”). FIA PTG/EPTA members engage 
in manual, automated and hybrid methods of trading on exchanges located around the world and are 
active in cash and derivatives in a variety of asset classes, such as equities, foreign exchange, 
commodities, and fixed income. In their capacity as principal traders, these firms trade for their own 
accounts and do not handle customer funds. All principal traders have a vested interest in well‐
functioning markets with effective risk controls, clear error trade policies that focus on trade certainty, 
and a strong regulatory framework. 


The IOSCO Report addresses algorithmic and high‐frequency trading in depth. Algorithmic and high‐
frequency trading have received media attention that has encouraged negative perceptions of these 


                                                            
1 The FIA PTG/FIA EPTA web sites contain an extensive list of academic papers on high‐frequency and algorithmic 
trading and other market structures issues: http://www.futuresindustry.org/ptg/academic‐research.asp.  
2 FIA Principal Traders Group was founded in January 2010 and is comprised of 34 principal trading firms. The 
purpose of the organization is to provide a forum for firms trading their own capital to identify and discuss issues 
confronting the PTG community; define common positions on public policy issues and advance the group’s 
collective interests through the FIA; improve public understanding of the constructive role played by the wide 
variety of individual trading groups in the exchange‐traded derivatives markets; and promote cost‐effective, 
transparent access to U.S. and non‐U.S. markets. 
3 The FIA European Principal Traders Association was founded in June 2011 and is comprised of 19 principal trading 
firms. The mission of the FIA EPTA is to support transparent, robust and safe markets with a level playing field for 
all market participants. The group will work to define common positions on public policy issues, improve the 
public’s understanding of the constructive role played by principal trading groups in the exchange‐traded markets 
and promote cost‐effective, equal and transparent access to European markets. 
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very legitimate trading activities.  For regulators, a significant part of the challenge of assessing these 
new tools is separating fact from perception and understanding the roles algorithmic and high‐
frequency trading play in the marketplace. Algorithms are tools used to search for trading opportunities 
or execute orders. High‐frequency trading is a method of trading that involves frequent turnover of 
positions, not a strategy itself. Both algorithms and high‐frequency techniques are used by a variety of 
market participants including principal traders, asset managers and institutional investors.  


(A) ALGORITHMIC TRADING 
 
The section of the IOSCO Report on algorithmic trading references the Flash Crash and raises concerns 
about the interconnectedness of markets, investor confidence, and the cost of trading. In this section, 
several academic studies are cited that analyze data and provide evidence of the benefits of high‐
frequency trading on market quality. By contrast, the IOSCO Report provides only anecdotal 
commentary that some market participants “feel at an inherent disadvantage to these traders’ superior 
technology.” It would be unprecedented for IOSCO to make recommendations based solely on 


anecdotal evidence, especially when the majority of academic studies support a different conclusion4.  


Flash Crash 
The IOSCO Report gives a brief summary of the Flash Crash of May 6, 2010. In addition to the points 
raised, we wish to highlight important lessons learned from the event and refute the belief that high‐
frequency trading exacerbated the Flash Crash.  


Evidence from the joint staff report by the Commodity Futures Trading Commission and the Securities 
and Exchange Commission showed that the Flash Crash had a disparate impact on the futures market 
and the equity market as a result of differing market structures.  The staffs of the two agencies 
concluded that a large fundamental trader's order to quickly sell 75,000 CME S&P 500 mini contracts 
(with a notional value of over $4 billion) created a "liquidity crisis" in the CME E‐Mini futures that caused 
the price to drop more than 5% in four‐and‐one‐half minutes during the most intense part of the 
episode. The CME stop‐logic functionality was triggered, the market paused for five seconds, and buy‐
side interest returned to the market. The price shock in the futures market was quickly transmitted to 
the equity markets by inter‐market arbitrage transactions and resulted in a period of extremely 
disorderly trading lasting approximately 15 minutes.  


In the equities market, the study found that the liquidity crisis was worse because no circuit breakers 
were triggered on May 6 and traders lacked confidence that trades would not be "busted." Trades were 
in fact busted in the equities markets. According to the SEC‐CFTC Report, following the crash, “FINRA 


                                                            
4 See Appendix 1. 
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and exchanges busted trades that were 60% away from the reference price, using a non transparent 
process.5” 


Two market structure characteristics were critical to give principal traders, and other market 
participants, the confidence they needed to stay in the E‐Mini S&P 500 contract on May 6: confidence 
that the CME would not "bust" trades and the activation of stop‐logic or market pause functionality.  


As documented in trader interviews in the SEC‐CFTC Joint Report on the events of May 6, trade certainty 
is critically important to all types of traders. They take positions based on trades they believe to be 
executed and cannot afford to risk losses associated with busted trades. Traders who wished to 
establish risk neutral positions by offsetting one leg of the position with a position in another product or 
market feared that one leg of the position could be left to stand, while the offsetting leg of the position 
could be broken, creating an unacceptable risk.   


The second market characteristic‐‐stop‐logic functionality—just a few seconds in duration in the case of 
the CME mechanism—gave market participants enough time to process information and allowed 
liquidity to return to the markets. The SEC‐CFTC report concluded that: 


"As demonstrated by the CME's Stop Logic Functionality that triggered a halt in e‐Mini trading, 
pausing a market can be an effective way of providing time for market participants to reassess 
their strategies, for algorithms to reset their parameters, and for an orderly market to be re‐
established." 


High‐frequency trading did not cause the Flash Crash and in fact absorbed the initial sell orders 
according to a report released by the CME. In contrast to the IOSCO Report’s reference to high‐
frequency traders exacerbating volatility, the CME review of the trading activity during this period found 
that most high‐frequency traders did not leave the futures markets during the market break and 
continued to provide liquidity under extreme market conditions. "Based on our review, there is no 
evidence to support the proposition that high‐frequency trading exacerbated the volatility in the 
markets on May 6.6"  


The Flash Crash provides an excellent example of how market structure can be designed to help prevent 
market instability and improve market quality. The futures market had multiple mechanisms in place to 
deal with high volatility, price banding to prevent orders from being entered beyond a specific range, 
and an error policy that focused on trade certainty. In fact, not a single E‐mini futures contract was 
busted as a result of the Flash Crash.  The securities markets did not have these mechanisms in place 
across a fragmented marketplace, resulting in more dramatic price moves over a longer period of time.  


                                                            
5See Findings Regarding the Market Events of May 6, 2010: Report of the Staffs of the CFTC and SEC to the Joint 
Advisory Committee on Emerging Regulatory Issues, September 30, 2010. 
6 Comments by Bryan Durkin, Managing Director and Chief Operating Officer, CME Group, to CFTC Technology 
Advisory Committee, July 14, 2010: http://www.cmegroup.com/trading/equity‐
index/files/CFTC_techadvisory_durkin.pdf. 
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Accordingly, regulators in the US have appropriately focused their efforts on working with the securities 
exchanges and FINRA to implement clear error trade policies and coordinated volatility controls. The FIA 
PTG/EPTA supports these initiatives to improve identified deficiencies in market structure. Such 
initiatives that reduce market uncertainty are more constructive, and ultimately more effective, than 
focusing on the tools market participants use to trade the markets.  


Market Linkage 
The Flash Crash highlighted the coordinated nature of the markets and the IOSCO Report expresses 
concern about the interconnectedness of markets and the role of automated trading in contagion. FIA 
PTG/EPTA would respectfully submit that in a fragmented market structure, automated trading 
contributes to the price discovery process and helps bring market prices in related markets into proper 
alignment. In addition, recent academic evidence shows that market quality metrics have improved over 
the past two decades at the same time U.S. equity markets have become more diverse and competitive. 
For example, Chordia, Roll, and Subrahmanyam (2010) find that effective spreads have declined. They 
find that lower trading costs and new trading technology have made it easier for the market to 
accommodate large trading volume. They also find that information‐based trading has increased, 
leading to more efficient pricing, another measure of market quality. Significantly, they find: 


“Further, intraday volatility has decreased and hourly/daily variance ratios indicate that prices conform 
more closely to random walks in recent years, which indicates that increased trading activity has been 
accompanied by enhanced market quality.”7  


Other studies have also found that market quality metrics have improved in recent years and attribute 
this result to changes in market structure and the presence of professional traders who compete in 
these markets.8 


Investor Confidence 
The IOSCO Report specifically mentions that investors may fear the use of low‐latency algorithmic 
trading techniques. These comments, however, are anecdotal in nature and we are unaware of any 
studies that indicate that investor confidence and the impact on their willingness to trade can be 
attributed to automated trading. Many factors in today's economic environment are contributing to 
investor uncertainty. The lack of confidence in the markets could be as much a reflection of the ongoing 
fallout from the financial crisis, high unemployment rates, and daily news about financial challenges 
facing many countries. It is unclear the origin of this fear of high‐frequency trading; moreover, possible 
investor fear alone should not be a basis for policy decisions. Regulators must arm themselves with 
empirical data to help them distinguish perception from reality and can play an important constructive 
role in educating the public and policy makers about the reality of trading in their markets. 


The IOSCO Report is particularly concerned about traditional institutional investors. In fact, institutional 
investors have for some time been adopting broker‐provided execution tools to effectively execute their 
                                                            
7 See Tarun Chordia, Richard Roll, and Avanidhar Subrahmanyam,  “Recent Trends in Trading Activity and Market 
Quality,”  Emory Law and Economics Research Paper No. 10‐88 .  Available on SSRN. 
8 Hasbrouck, Joel and Saar, Gideon, November 2010. Chordia, Tarun, Roll, Richard, and Avanidhar Subrahmanyam. 
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trades.9 This includes many of the same tools used by high frequency traders, including fast computers, 
sophisticated software, exchange co‐location and direct market data feeds. 


Additionally, competition and automation have improved market conditions for institutional execution. 
This view is supported by a paper published by a leading asset management firm, BlackRock, in June 
2011, citing the importance of high‐frequency traders to European markets. “HFT helps to create 
efficient markets by facilitating price formation, lowering the cost of trading and improving the linkage 
between markets. All of this, in turn, aids in achieving optimal investment performance for end 
investors.”10  


Institutional investors and liquidity providers fill different needs in the market and both are valuable to 
the health and stability of the markets and the price discovery process. For this reason, it is critically 
important to ensure that regulations do not favor one type of market participant over another. 


Cost of Trading  
Does algorithmic and high‐frequency trading increase the cost of trading for market participants and the 
cost of market surveillance for competent regulators? Compared to the traditional cost of accessing 
markets, we believe that automated trading has reduced the cost and leveled the playing field for a 
broad range of investors. Narrow spreads allow investors to buy and sell shares, contracts, and other 
financial instruments at better prices and lower costs. More investors have greater access to markets 
than when trading floors were located in financial centers and access was limited to those with the 
ability to purchase a membership and the physical stamina to be a successful trader.  


 All orders and trades flowing through an electronic system can be checked for validity and accuracy, 
and are stored in detailed, permanent audit trails, making market abuse easier to detect. Trading data is 
now centralized in a central order book and available in a machine‐readable format, replacing 
handwritten trading cards. The exchanges themselves have always had surveillance programs in place to 
monitor trading activity. In the past, exchange officials were stationed in every trading pit. Today, they 
are stationed in electronic trading centers where they can more closely monitor trading activity than 
ever before.  


We support providing regulators with access to full audit trails.  We believe that in many markets it is 
important to take advantage of the surveillance tools already in use by market operators. In the same 
way it was not possible for government regulators to stand next to every trader in every pit on every 
trading floor, it would be duplicative, expensive and unnecessary for regulators to maintain the systems 
and hire the expertise that replicating exchange systems would require.  


                                                            
9 The order was executed using an automated execution algorithm. Execution algorithms give all types of market 
participants the ability to divide an order into a series of smaller orders to achieve more efficient execution than if 
the order had been entered as an outright order. These electronic order execution tools are useful as they can help 
minimize execution risk and reduce the total cost of a trade. These algorithms have replaced many of the rote 
functions that have been historically accomplished manually. 
10 See Equity Market Trading in Europe: The Case for Refinement Over Revolution: 
https://www2.blackrock.com/webcore/litService/search/getDocument.seam?contentId=1111142483&Source=SEA
RCH&Venue=PUB_IND. 
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(B) MARKET FRAGMENTATION AND DARK LIQUIDITY 
 
Competition and Costs 
We agree with the IOSCO Report’s conclusion that technology and regulatory changes have encouraged 
competition and the corresponding benefits of lower trading fees and increased innovation. In addition, 
competition has led to narrower spreads and deeper markets, which reduce trading costs to investors. 
The IOSCO Report also recognizes that competition has led to greater fragmentation of markets, which 
may increase the costs associated with searching for the best price. Any increase in search costs, 
however, does not in any way minimize the fact that the best price – once found – will be a better price 
than in the absence of the competition facilitated by technology and regulatory changes.   
 
Moreover, the FIA PTG/EPTA ask IOSCO to acknowledge that technology allows information to be 
aggregated and disseminated to a wide range of investors at relatively low cost. In this regard, we 
encourage IOSCO to recommend that regulators encourage and facilitate the consolidation of post‐trade 
information. Timely and accurate market data is an important investor protection tool and would 
mitigate the impact of fragmentation, while retaining the benefits of competition. 
 
Dark Liquidity 
Dark or "undisplayed" liquidity is a longstanding means by which investors interact without displaying 
the full scale of their trading interest and has been around for a very long time. For example, floor‐based 
exchanges allowed floor brokers to manually represent undisplayed liquidity that could be accessed only 
by sending an order to the floor. With the elimination of most floor‐based trading, exchanges continue 
to offer order types that allow participants to hide all or a portion of their trading interest. Similarly, 
ATSs and MTFs offer dark order types alongside their displayed markets. In addition, certain trading 
venues only allow dark orders and do not display any trading interest publicly. Among these “dark 
pools” are many broker‐dealers that internalize their customers’ orders. 
 
All these forms of dark liquidity can have the same impact on the market and should, therefore, be 
analyzed together. The FIA PTG/EPTA, therefore, believes that IOSCO’s focus on the subset of dark 
liquidity it defines as “dark orders” and “dark pools” in its 2011 Report on Principles for Dark Liquidity is 
misplaced. Only by defining the term “dark order” to include only electronic orders that can be 
automatically executed can IOSCO state that “[t]he benefits of using dark order types were fewer in the 
past because manual handling of orders, typically by a specialist or market maker, was necessary to 
trade.” However, all manually handled orders are a form of dark liquidity and their impact on price 
discovery and market integrity should be considered together with electronic dark liquidity.  
 
The FIA PTG/EPTA believes that any analysis of changes in the use of dark liquidity in the market 
consider all these sources of dark liquidity, not merely the subset of dark liquidity that is electronically 
accessed and executed. In this regard, BlackRock concluded in a recent paper that “dark liquidity” is a 
small fraction of the total volume of electronic trading and that “[s]preads in Europe have consistently 
tightened, indicating that there is no evidence to support that dark pools hinder price discovery.”11  


                                                            
11 See Equity Market Trading in Europe: The Case for Refinement Over Revolution: 
https://www2.blackrock.com/webcore/litService/search/getDocument.seam?contentId=1111142483&Source=SEA
RCH&Venue=PUB_IND. 
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Indications of Interest 
The IOSCO Report identifies the use of actionable indications of interest (IOIs) as a regulatory issue. The 
Report questions whether it is fair that some members of trading venues have information that other 
participants on those venues do not. 
 
The FIA PTG/EPTA believe that, to the extent that IOIs explicitly or implicitly convey information that 
there is actionable trading interest in a symbol, such IOIs are essentially bids or offers and thus are 
indistinguishable from quotations. More specifically, an IOI that includes the side (i.e., whether a buy or 
sell), size and symbol is really a quotation. Because such IOIs are indistinguishable from quotations, they 
should be considered quotations and subject to the same regulatory obligations as quotations.12 Those 
obligations, of course, would depend on the rules applicable in a particular jurisdiction.   
 
We note, however, that there is no analysis of whether treating actionable IOIs in the same way as 
quotations would increase the number of displayed quotations. Market participants use non‐displayed 
trading interest – such as IOIs – to minimize information leakage. If actionable IOIs were required to be 
publicly displayed, these market participants may cease using such IOIs and instead seek counterparties 
through other dark order types. Accordingly, regulators should not assume that requiring display of 
actionable IOIs would increase the number of “lit” quotations. 
 
 


 (C) DIRECT ELECTRONIC ACCESS 
 
The FIA PTG/EPTA supports the principles IOSCO provided in its 2010 Report, Principles for the 
Oversight of Screen‐Based Trading Systems.  These principles are consistent with the FIA’s 
Market Access Risk Management Recommendations, published in April 2010.13 These 
recommendations were the result of input from exchanges, executing and clearing brokers, and 
trading firms. The recommendations include sections on the roles of the direct access 
participant, clearing firms and exchanges and execution risk controls such as order size limits, 
intraday position limits, cancel‐on‐disconnect capability, kill button, and price banding/dynamic 
price limits. It also includes recommendations on post‐trade controls, co‐location, error trade 
policies and conformance testing.  
 
In addition, the FIA PTG published Recommendations for Risk Controls for Trading Firms14 in November 
2010. This document includes a comprehensive set of risk controls applicable to trading operations and 
electronic trading systems. The recommended risk controls include, and expand upon, those outlined in 
the FIA Market Access Risk Management Recommendations.  
 


                                                            
12 We emphasize that not all IOIs are comparable to quotations. As the IOSCO Report notes, some types of IOIs do 
not indicate price or quantity. These types of IOIs–in many ways a form of advertising–have existed for many years 
and do not raise the same fairness concerns as actionable IOIs. 
13 FIA Market Access Risk Management Recommendations are available at: 
http://www.futuresindustry.org/downloads/Market_Access‐6.pdf 
14 FIA Recommendations for Risk Controls for Trading Firms are available at: 
http://www.futuresindustry.org/downloads/Trading_Best_Pratices.pdf 
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Risk management best practices are continually evolving due to the ongoing efforts made by many 
sectors of the marketplace, in light of changing circumstances and technological improvements.  
Regulators should be hesitant to “freeze” the state of the art by imposing a particular set of risk 
management controls on market participants – to do so may prevent certain enhancements, and may 
stifle innovations that on the whole make markets safer. 


 
 


 (D) CO‐LOCATION 
 
One of the main benefits of co‐location and proximity hosting15 services is that they create a level 
playing field for firms that want low‐latency access to an exchange. Co‐location is a new manifestation 
of the centuries old aspiration to be as close to where price discovery happens as possible. Certain 
traders have always sought proximity to the center of trading, whether through purchasing a 
membership or “seat” at an exchange to receive privileged access to an exchange trading floor or, in 
today’s market, leasing space in an exchange’s data center. Generally, exchange memberships were 
fixed in number and therefore access to those exchanges limited both in the short‐run and the long‐run. 
By contrast, co‐location facilities can be expanded as demand requires, allowing for fairer competition 
and open access to modern financial markets.  Finally, when co‐location and proximity sites are not 
available, it encourages firms to seek confidential knowledge about matching engine locations and 
compete for building space closest to those engines so they can build their own private data centers. 
This exacerbates the differences in the ability of market participants to obtain market access. 


Fair access to co‐location services is, of course, critical and the FIA PTG/EPTA believes that such services 
should be made available on a transparent and non‐discriminatory basis. 


 


 (E) TICK SIZES 
 
The effect of tick sizes on market quality is an old issue that pre‐dates the development of today's 
electronic marketplace. Scholars who have looked at the issue emphasize that there is an optimal tick 
size based on balancing the costs and benefits to the point where overall market quality is maximized 
(see Sharon Brown, Paul Laux, and Barry Schachter, "On the Existence of an Optimal Tick Size," Review 
of Futures Markets, 1991, 10(1), pp. 50‐72; and Lawrence Harris, "Minimum Price Variation, Discrete 
Bid‐Ask Spreads, and Quotation Sizes," Review of Financial Studies, 1994, 7(1) pp. 149‐178).   The 
question is who is in the best position to choose the optimal tick size. Traditionally, this choice has been 
left to exchanges because of their incentive to choose the tick size that maximizes their own market’s 
quality. Although technology across markets has changed, the factors involved in setting the optimal tick 
size have not changed.  In our view, choices about the optimal tick size are best left to the exchanges 
who are in the best position to make this choice.  


                                                            
15 Proximity sites are data centers offered by an exchange or a third‐party vendor for low‐latency access to an 
exchange’s network via a third‐party network connection. 
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 (F) FEE STRUCTURES 
 
The IOSCO Report suggests that exchange fee structures may have changed market behaviors and 
distorted the price formation process. Typically, exchange incentive programs are designed to attract 
trading and provide deep, liquid markets, which benefits all market participants. FIA PTG/EPTA support 
empowering each exchange to provide incentives to attract market makers and electronic liquidity 
providers that they deem appropriate, as long as such incentives are transparent, and based upon 
objective criteria. In the past, exchanges have devised innovative methods to incentivize market makers 
and they must maintain the freedom to do so. Exchanges should be allowed to work with their 
customers to design fee structures (which it is expected may evolve from time to time) that take into 
account the market dynamics of individual products.  


 CHAPTER 3: HIGH‐FREQUENCY TRADING 
 
Background and Characteristics 
High‐frequency trading ("HFT") is an instrument used by a variety of market participants, including 
electronic liquidity providers ("ELPs"), not a strategy itself.  The IOSCO Report partially describes the 
characteristics of HFT; however, it is critical to more fully discuss the role of ELPs in today’s markets and 
how they contribute to liquidity.  


ELPs add liquidity to the marketplace by posting orders in a market. These orders are available to 
investors and bridge the time gap between natural buyers and sellers who may not be in the 
marketplace at the same time.  ELPs also provide liquidity by trading with natural buyers and sellers who 
indicate their interest in entering or exiting a position by posting their trading interest on a market. By 
playing these important intermediary roles, ELPs permit individual and institutional investors to 
immediately transfer the risk often associated with financial instruments.   


Technology is one of the tools ELPs use to efficiently provide liquidity and reduce trading costs for 
investors.  Liquidity providers, traditional or electronic, put their own capital at risk and technology 
allows these intermediaries to incorporate new pricing information into their orders and continuously 
manage their open positions.  


In addition, the greater control ELPs have over the orders they offer on the market, the less risk 
exposure for the firm’s capital and the better prices and greater size the ELP can offer. The ability to 
quickly modify orders to reflect updated information in revised prices is integral to this process.  For 
every quote in the market that an ELP provides, it is exposed to that quote for the time it takes to 
modify the quote. Similarly, for every position an ELP holds, it is exposed to the risk associated with that 
position until a proper hedge can be executed.  The higher the speed of their quoting and position 
management systems, the less time elapses between when information is received and when that 
information is incorporated into subsequent orders.  For any given order or position, the value of this 
fraction of a second of exposure is very low, but across an entire market the exposure can be 
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significant.  In those markets where exchange speeds are high (and latencies low), ELPs are able to 
manage their risk more effectively and are therefore willing to quote narrower spreads for larger size 
and fill resting orders more frequently, all of which improves liquidity and reduces costs for end users.   


The relationship between speed, spreads, and liquidity is evident on many exchanges and clearly adds 
value to all participants. Over the past 10 years, major markets have become substantially more liquid 
with narrower spreads. Academic studies have shown the clear improvement to market quality that 
follows advances in technology and greater speed.16   


Strategies Employed 
The IOSCO Report identifies three widely used strategies that involve HFT. FIA PTG/EPTA agrees that HFT 
can be used for almost any type of strategy that involves frequently turning over positions. Below is our 
analysis of the strategies included in the report. These strategies can be applied in any financial product 
including equities, futures, options, FX and ETFs.  It should be noted, however, that strategies rarely fit 
into neat classifications. For example, market making and arbitrage strategies are closely linked. 
Particular trading systems or strategies may often deploy multiple components of the general categories 
of strategies outlined below. 


Market Making. A strategy that involves continuously posting passive limit orders on both sides 
of the order book.  The report correctly describes the distinction between an official market 
maker and an unofficial market maker, but it is important to note that in both cases the market 
maker performs the same, invaluable service to the market—providing liquidity to the 
marketplace by posting resting limit orders. By playing this important intermediary role, 
electronic liquidity providers permit individuals and institutional investors to immediately enter 
into desired positions and hedge the risk associated with their open positions. 


Arbitrage and Statistical Arbitrage. A strategy that searches for discrepancies in well‐defined or 
fuzzy pricing relationships. The report correctly describes the two main types of arbitrage 
strategies‐‐pure arbitrage and statistical arbitrage. These types of strategies help to transfer 
liquidity between related markets, and aid in price discovery and help make markets more 
efficient by removing price discrepancies.   Although arbitrage strategies are commonly 
associated with HFT, they predate all forms of electronic trading including algorithmic and HFT.  
Arbitrage opportunities exist because market participants often have differing views on the 
value of tradable products. As markets have become more efficient, true arbitrage opportunities 
have become increasingly rare and short‐lived.  Because of this, market participants often use 
low‐latency trading techniques in order to capture these opportunities.  


                                                            
16 See Terrance Hendershott, Charles M. Jones, and Albert J. Menkveld, “Does Algorithmic Trading Improve 
Liquidity,” Journal of Finance, Vol. 66, No. 1, February, 2011; Joel Hasbrouck, “Low‐Latency Trading,” Working 
Paper, Stern School of Business, New York University, November, 2010; Jonathan Brogaard, “High‐Frequency 
Trading and its Impact on Market Quality,” Working Paper, Kellogg School of Management and the Northwestern 
University School of Law, Northwestern University, July, 2010. 
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Directional Strategies. The IOSCO report correctly describes directional strategies; however, it is 
important to note that the vast majority of liquidity providers do not use strategies in this 
category due to their aversion to directional risk.  


Risks Posed to Market Integrity and Efficiency 
The IOSCO Report expresses concern that "apparently non abusive practices" result in harm to market 
quality. However, the IOSCO Report acknowledges that during panel discussions no evidence of abusive 
practices by HFT was presented.  Regulation should be based on evidence and not on perception or 
assertions that lack a factual basis.  


Risks to Fairness and Integrity of Markets 
The IOSCO Report states that some market participants expressed concerns that partial ownership of 
new trading venues by HFT firms would raise conflicts of interests in the governance of these trading 
venues. Prohibiting or establishing aggregate caps on ownership of new trading venues (ATSs/MTFs) by 
high‐frequency trading firms would reduce the likelihood that new trading venues with a broad group of 
liquidity providers would be established. Attempts to limit participation in the governance of the entity 
would limit an investor’s interest. Any restriction would deter qualified investors from committing 
capital to start‐up new execution venues. An initial strategic investor in an emerging marketplace, that is 
already highly competitive, would demand some control over the initial direction of the exchange in 
order to preserve its investment. 
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 FIA PTG/EPTA RESPONSE TO SELECTED QUESTIONS 
 


(Q1) What impact have the technological developments in the markets in recent years had on your 
own trading? Has it encouraged, discouraged or had no impact on your willingness to participate on 
the lit markets, and how does this differ between asset classes and/or instruments?  


Advances in telecommunications, falling hardware costs, widely available co‐location facilities, and 
efficient market APIs have made it possible for a broader range of market participants to have better 
access to markets than ever before. FIA PTG/EPTA believe that this has improved market quality in a 
number of measurable ways: bringing liquidity to the markets, tighter bid/ask spreads, reduced 
volatility, increased price transparency, and provision of continuous markets.  


(Q2) What are your views on the suggestion that proprietary trading firms (including HFT firms) that 
are not currently subject to registration/authorisation by a regulator should be required to obtain 
such a registration/authorisation? Are there specific regulatory requirements you believe such firms 
should face? To what extent do your answers differ if the proprietary trading firm accesses the market 
as the customer of an intermediary firm through DEA (i.e. under that intermediary’s trading 
rules/codes) rather than as a direct member of the market itself?  


The FIA PTG/EPTA supports well‐regulated markets.  Regulators need complete audit trails, including 
accurate trade reports.  In addition, orders of all participants should be subject to risk management 
controls either directly when the participant is a regulated entity or through an intermediary responsible 
for its client’s access to the market. 


There are a range of ways to achieve these goals and FIA PTG/EPTA expects that regulators in different 
jurisdictions will take different approaches depending on the legal and regulatory tradition in that 
jurisdiction.  For example, the regulatory framework in Europe is fragmented, with each country having 
its own national regulator. In addition, exchanges have not taken on the role of self‐regulatory 
organizations.  Accordingly, we think it is important that in Europe firms with direct access to markets be 
authorized by a competent national authority. On the other hand, regulation in the US is less 
fragmented and there is a stronger role played by self‐regulatory organizations, such as FINRA and the 
exchanges.  This regulatory framework would allow regulatory objectives to be effectively implemented 
through exchange and SRO rules.   


Accordingly, the FIA PTG/EPTA recommends that IOSCO develop principles that identify regulatory 
goals.  The particular way in which such goals are implemented should be left for regulators to 
determine, based on the legal and regulatory structure in that jurisdiction. 


 (Q3) What recommendations, if any, would you propose to strengthen the regulatory requirements 
around pre‐ and post‐trade risk controls? In particular, what measures, if any, do you think regulators 
should introduce that relate specifically to the use of and risks posed by algorithmic trading and/or 
HFT?  
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FIA PTG/EPTA believe that market integrity is the shared responsibility of exchanges, clearing firms, and 
trading firms. Each have a role in ensuring that appropriate risk controls are in place. As indicated in our 
comments in (C) Direct Electronic Access, FIA worked with clearing firms, trading firms and exchanges to 
publish risk management recommendations with guiding principles that describe the type of control 
that should be put in place and specific implementation recommendations. The document further 
supports harmonization of risk controls across exchanges. In addition, FIA PTG published 
Recommendations for Risk Controls for Trading Firms for risk controls applicable to trading operations 
and electronic trading systems.  


Risk management best practices are continually evolving due to the ongoing efforts made by many 
sectors of the marketplace, in light of changing circumstances and technological improvements.  
Regulators should be hesitant to “freeze” the state of the art by imposing a particular set of risk 
management controls on market participants—to do so may prevent certain enhancements, and may 
stifle innovations that on the whole make markets safer. 


(Q4) To what extent do you believe the use of trading control mechanisms such as circuit breakers and 
limit‐up/limit‐down systems by trading venues should be mandated? If you believe they should be 
mandated, should venue operators be permitted to design their own controls or should they be 
harmonised/coordinated across venues (including between interrelated instruments such as a 
derivative and its underlying)?  


The FIA PTG/EPTA supports appropriate market pauses, circuit breakers and price limits as mechanisms 
to give market participants the opportunity to adjust to extreme market conditions17. FIA PTG/EPTA, 
however, believes that these mechanisms should be established with the goal of keeping markets open 
as much as possible because, among other things, market closings may dramatically reduce market 
participants' ability to manage risk. These mechanisms should not be used exclusively, but rather along 
with appropriate risk controls, such as price banding and maximum order size limits in order to avoid 
outright trading halts. 


Trading halts are intended to protect against the possibility of a broader market breakdown and should 
not be used to compensate for weaknesses in trading processes or a temporary reduction in liquidity.  
As such, FIA PTG/EPTA recommends that automated risk and volatility mitigation mechanisms be 
implemented in place of trading halts.  A single errant trade can have the effect of causing a halt in the 
trading of a security. Clearly, isolated events caused by human error or system malfunction are not the 
types of events that justify the activation of a trading halt.  In addition, allowing isolated events to 
disrupt all trading in a security introduces the possibility of a single market actor intentionally halting 
markets for manipulative purposes.  


                                                            
17 For the purposes of this paper, we use “circuit breaker” to describe the mechanism that triggers a pause in 
execution and “market pause” to describe such a pause. “Trading halt” is any circumstance where there is an 
unscheduled stoppage of matching. In the futures trading environment, “Limit up‐limit down” implies that there is 
a static price limit for a trading session. 
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 Proven market mechanisms are available that mitigate volatility caused by transitory liquidity gaps and 
that minimize the risk of clearly erroneous trades—without the need for disruptive market halts and 
without the disruption associated with error trades and their cancellation. Such mechanisms allow 
markets to be paused for a short amount of time to allow the market to process information and 
recover from a transitory dearth in liquidity. 


FIA PTG/EPTA recommends that all trading venues adopt automated means, to briefly pause their 
market in the event that a circuit breaker is triggered.  The momentary pause afforded by this type of 
functionality allows an opportunity for liquidity to be replenished. In a highly transparent and efficient 
market, the pause can reasonably be calibrated to seconds without substantive impacts on the broader 
market.  The benefit of this type of functionality was clearly evident on May 6, 2010, as stop‐logic 
functionality on CME Globex triggered a five‐second pause in the E‐mini S&P futures market, during 
which time buy orders came into the market, leading to the reversal of the broader market decline.  


The Eurex volatility interruption is a specific protective mechanism to enhance price continuity and the 
probability of matching market orders in futures products. Eurex sets product‐specific price corridors at 
the individual contract level based on the contract's pricing characteristics. If two prices are outside the 
price corridor in a predefined timeframe, the volatility interruption mechanism is triggered. The price 
corridors are calculated regularly and are chosen so that continuous trading is rarely interrupted even in 
volatile phases.  


Another process that should be considered to limit volatility is “price banding.” Price banding is in effect 
on CME, NYSE Liffe and NYSE Liffe US systems to limit the likelihood of erroneous executions well out of 
range of the current market.  It is essential that such a limit remain dynamic and well outside the range 
of the current market, as short‐term volatilities cause such limits to be an artificial barrier to trading and 
may cause price jumps when bands are too close and then reset. 


Regardless of their methodology, trading halts should take into consideration the unique characteristics 
of the product, should be set by the exchange at the product level and should be coordinated across 
trading venues as appropriate.  They should perhaps be set at tighter ranges but be shorter in duration.  
Given today’s highly efficient market structure and sophisticated information processing technology, 
shorter halts are sufficient to allow market participants to assimilate information, assess risk and resume 
trading in an orderly manner. 


Special consideration should be given to trading halts during the closing period due to the risks 
associated with suddenly losing the ability to hedge or close open positions before the market closes for 
the day, or even worse, the weekend.  For instance, if a significant event were to occur during the 
closing period on a Friday, the market could be halted due to volatility protections. If the market is 
halted through the exchange close, the next opportunity traders would have to hedge or close‐out their 
open risk would be Sunday evening, 48 hours after the event.  


(Q5) To what extent do you believe market maker schemes offered by trading venues should be 
subject to mandatory minimum criteria? Should the criteria be determined by the trading venue 
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alone? To what extent do you agree with the suggestion that the use of stub quotes should be 
prohibited?  


The FIA PTG/EPTA supports exchange‐based initiatives—particularly those that are market‐based—that 
encourage liquidity provision and promote the stability of those markets in which FIA PTG/EPTA 
members place their capital at risk. As a result, we fully support empowering each exchange to provide 
incentives to attract market makers and electronic liquidity providers that they deem appropriate, as 
long as such incentives are transparent, based upon objective criteria, and do not disadvantage other 
market participants18. In the past, exchanges have devised creative methods to incentivize market 
makers, and they must maintain the freedom to do so.  


We do not, however, believe that regulators should be creating incentives for market making or erecting 
unnecessary barriers to competition. We share concerns, such as those stated by the recent Joint 
CFTC/SEC Advisory Committee, about depending on market‐maker obligations as a “guarantee” of 
market liquidity, even during periods of market stress.  Not only would such benefits likely be illusory, a 
privileged regulatory status provided to selected market makers would create unfair advantages over 
other market participants, dampening competition and, therefore, likely reducing liquidity, including 
during times of market stress. Furthermore, the cost of the reduction in competition and liquidity would 
be borne by all other investors in the form of wider spreads, increased volatility and higher trading 
costs. 


That said, we support the ability of markets to innovate and compete to attract market participants 
using a wide variety of tools, including their own market making programs.  We view this as a 
competitive issue, rather than a regulatory issue. 


One example of market‐based reform members of the FIA PTG/EPTA support is the recent 
implementation of minimum quoting requirements by primary and supplemental market makers that 
effectively eliminate the ability of market makers to employ “stub quotes.”  


(Q6) Do you have suggestions for improvements to regulators’ surveillance capabilities with respect to 
the markets and modern trading techniques? Please elaborate. Who should bear the cost of investing 
in such capabilities and the cost of operating and supervising the markets in order to ensure fairness 
among market participants? Please elaborate.  


Automated trading provides a permanent audit trail and we believe that regulators should have access 
to the full spectrum of this order audit trail information. We believe that this can be done in a cost 
effective manner by leveraging existing audit trail information and exchange data repositories.  


(Q9) Do you think existing laws and rules on market abuse and disorderly trading cover computer 
generated orders and are relevant in today’s market environment?  


We support a regulatory environment that promotes fair competition and gives regulators the tools they 
need to detect and deter abuses. Disruptive, manipulative or fraudulent trading is not appropriate 


                                                            
18 For example, we would not support limiting the ability to stream quotes to only designated market makers. 
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regardless of whether the orders are manually or computer generated. Many existing laws are clearly 
relevant to automated trading particularly in the area of fraud and manipulation.  


When considering existing and new laws and rules, FIA PTG/EPTA believes: 


• Regulators should identify specific problems that would necessitate additional enforcement 
authority to prosecute market abuse or disruptive trading practices.  


• Overly broad rules on antidisruptive trading practices that lack a manipulative intent 
requirement could capture legitimate trading practices, which without manipulative intent, 
are objectively indistinguishable from the proposed prohibited conduct and could chill 
legitimate trading activity.  


• Rules designed to establish conduct and compliance standards, should not be so broad or 
undefined so as to cause market participants to fear that their trading activity may be 
subject to post hoc analysis which labels a trade or a series of trades "manipulative" or 
"disruptive."  


• Regulators should maintain their focus on market manipulation, leaving the exchange the 
authority to monitor and regulate market disruptions. 


 
(Q10) Are there any strategies employed by HFT firms that raise particular concerns? If so, how would 
you recommend that regulators address them?  


Any type of manipulative behavior whether it’s manually or computer generated should be prohibited, 
and existing rules against such activity should be strictly enforced. Manipulative practices, 
unfortunately, are not uniquely employed by any particular type of market participant; rather, they have 
been employed by participants for many years, whether by means of high‐frequency trading techniques 
or not. As such, their prohibition warrants continued and rigorous enforcement. Please note that terms 
commonly used to describe disruptive behavior are difficult to define, which could result in prohibitions 
against legitimate trading behavior.  


As previously discussed, FIA PTG/EPTA support providing regulators with the tools necessary to detect 
and deter manipulative conduct. Also, as noted earlier, unlike floor trading, automated trading activity 
already has a full audit trail. 


(Q11) Should charges or fees be imposed on messages, cancellations or high order‐to‐trade ratios? If 
so, how should the fees or charges be determined and on what basis?  


Exchanges should implement policies around message use to discourage market participants from 
creating excessive, low quality messaging, which can negatively impact both exchange and customer 
bandwidth and systems. An example of a creative, non‐prescriptive, and effective approach to curtailing 
superfluous bandwidth usage while maintaining a deterministic order life‐cycle is 
IntercontinentalExchange’s “Weighted Volume Ratio” (“WVR”) messaging rule. ICE’s WVR accomplishes 
all of this by defining a ratio between the number of messages (new orders, cancels, modifies, etc.) an 
electronic trading system (“ETS”) sends and the total volume of orders the ETS executes.  If an ETS 
exceeds the posted WVR limits, the ETS’ owner is fined. If this behavior continues, the ETS’ owner faces 
possible suspension of direct market access privileges. 
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The truly creative part of this solution is that ICE assigns a weighting scale based on the message’s price 
level relative to the current best bid and offer. If the order in question has a price equal to the best bid 
or offer, the message does not count towards the WVR.  If it is one tick away from the best bid or offer, 
the message has a weighting multiplier of 0.5 for orders on outright futures and 0.25 for spreads. This 
multiplier continues to increase until the order in question is more than five ticks away from the best bid 
or offer. At that point, the message has a weighting multiplier of 3.0 for outright futures and 2.0 for 
spreads. By imposing the WVR, ICE has simultaneously incentivized firms to submit orders that are likely 
to be filled while penalizing firms that submit orders that are unlikely to be filled. 


With regard to enforcing order‐to‐trade ratios, we strongly believe that this is best left to commercial 
forces. Many exchanges have order‐to‐trade ratios in place, based on infrastructure capacity.  Many of 
the MTFs in Europe attempting to compete with the incumbent exchanges tend to have no order‐to‐
trade ratios in place as their technology tends to be more advanced.  Enforcing an order‐to‐ trade ratio 
would therefore be distinctly anti‐competitive as it would virtually kill any new initiative to start a new 
exchange.   


In addition, such a rule could also be very damaging to liquidity in derivative products such as ETFs, 
listed options and also some illiquid equities.  These products cannot exist in an exchange environment 
without the support of liquidity providers and they often will need to update quotes many times before 
trading.  Arbitrary order‐to‐trade ratios will either mean substantially wider bid ask spreads or may 
make some liquidity providers drop several products altogether. If there is a concern that orders and 
quotes have no intention to trade, it may make sense to explore a rule where quotes and orders need to 
be a maximum percentage away from the best price available in the market at the time.  


Finally, we note that mandating particular order‐to‐execution ratios is not an entirely effective means of 
control. It is illogical that a firm would be prevented from engaging in a trading strategy that placed an 
excessive number of orders for each execution by itself but would be allowed to operate the same 
strategy if it were coupled with enough other, low order‐to‐execution strategies. Whether a pattern of 
behavior should be discouraged should not be based on whether other, unrelated patterns happen to 
be present as well. (It would also be impractical to attempt to distinguish between multiple trading 
strategies.) Because of such unintended consequences, we believe that markets looking to enact policies 
to encourage efficient messaging would be better served by something other than order‐to‐execution 
ratios.  


(Q12) Should market operators be required to make their co‐location services available on a fair and 
non‐discriminatory basis?  


FIA PTG/EPTA agrees that market participants that are willing to pay for co‐location and proximity 
hosting should have equal access to these services. Exchanges should have a transparent and fair 
process for allocating space in a co‐location facility. For example, whenever a new co‐location facility is 
made available there should be an introductory period where each market participant is offered the 
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same amount of space so that everyone is allowed an equal chance to get space when the data center is 
launched.  Once a data center is full, space should be made available on a first come first serve basis.  


Although many exchanges provide fair and equal access to co‐location facilities, there is a growing trend 
for exchanges to in‐source the operation of data centers, thereby creating potentially undesirable forms 
of vertical silos. Exchanges should not be allowed to block qualified third‐parties from providing co‐
location or proximity hosting services to market participants. Exchange requirements for third‐party 
providers should be non‐discriminatory and readily available for market participants, third‐party 
providers and regulators to review. 


(Q13) Should market operators be required to provide testing environments to enable participants in 
stress test their algorithms? If so, what kind of minimum requirements are reasonable?  


In its Market Access Risk Management Recommendations, the FIA recommended that exchanges should 
provide a conformance testing environment and direct access market participants be required to pass 
an initial set of conformance tests. These "best practices" were designed by trading firms, clearing 
members and exchanges and would be too prescriptive if enacted at the government level. FIA 
PTG/EPTA believe that exchanges should be required to provide testing environments; however, the 
specific features of the testing environment should be left to the exchanges to determine based on the 
characteristics of their execution platform and the products they trade. 


(Q14) To what extent do you have other comments related to the risks to market integrity and 
efficiency raised by the issues in this report?  


We believe that any changes aimed at strengthening market structure must also preserve the 
substantial gains that have accrued to the investing public from automation and competition. 
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Appendix 1 
High Frequency Trading Literature Review 


June 2011 
This  brief  literature  review  presents  a  summary  of  recent  empirical  studies  related  to 
automated or “high‐frequency trading” (HFT) and its impact on various markets.     


Author(s) / Title      Dataset  Findings 


Angel, Harris, Spatt 


"Equity trading in the 21st 
century", February 2010  


U.S. equities, 1993 – 2009 Trading costs have declined, 
bid‐ask spreads have narrowed 
and available liquidity has 
increased 


RGM Advisors 


“Market Efficiency and 
Microstructure Evolution in US 
Equity Markets:  A High 
Frequency Perspective”, October 
2010 


U.S. equities, 2006‐2010 Bid‐ask spreads have 
narrowed, available liquidity 
has increased and price 
efficiency has improved 


Credit Suisse 


“Sizing Up US Equity 
Microstructure”, April 2010 


U.S. equities, 2003‐2010 Bid‐ask spreads have 
narrowed, available liquidity 
has increased and short‐term 
volatility (normalized by longer 
term volatility) has declined 


Hasbrouck, Saar 


"Low‐Latency Trading", May 
2011 


U.S. equities, full NASDAQ order 
book  


June 2007 and October 2008 


Low latency automated trading 
was associated with lower 
quoted and effective spreads, 
lower volatility and greater 
liquidity 


Hendershott, Riordan 


“Algorithmic Trading and 
Information”, August 2009 


Automated vs. other trades.  


Deutsche Börse equities, 
January 2008 


Automated trades made prices 
more efficient and did not 
contribute to higher volatility  


Chaboud, Hjalmarsson, Vega 
and Chiquoine 


“Rise of the Machines: 
Algorithmic Trading in the 
Foreign Exchange Market”, 
October 2009 


Automated vs. other trades. 


EBS forex market, 2006‐2007 


Automated trades increased 
liquidity and may have lowered 
volatility  
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Author(s) / Title      Dataset  Findings 


Brogaard  


"High frequency trading and its 
impact on market quality", 
August 2009 


HFT vs. other trades.  U.S. 
equities on Nasdaq, various 
periods in 2008 – 2010 


HFT helped to narrow bid‐ask 
spreads, improved price 
discovery and may have 
reduced volatility 


Hendershott, Riordan 


“High Frequency Trading and 
Price Discovery” (working 
paper) 


HFT vs. other trades.  U.S. 
equities on Nasdaq, various 
periods in 2008 – 2010 


HFT trades were positively 
correlated with permanent 
price changes and negatively 
correlated with transitory price 
changes, suggesting that HFT 
improves price discovery 


Jarnecic, Snape 


"An analysis of trades by high 
frequency participants on the 
London Stock Exchange", June 
2010 


HFT vs. other trades.  


LSE equities, April – June, 2009 


HFT improved liquidity and 
was unlikely to have increased 
volatility 


CME Group 


"Algorithmic trading and 
market dynamics", July 2010 


Automated vs. other trades.


CME futures, May 2008 – May 
2010 


Automated trading was 
associated with improved 
liquidity and reduced volatility 


Menkveld 


“High Frequency Trading and 
the New‐Market Makers”, April 
2011 


Dutch equities traded on Chi‐X 
and Euronext, 2007  


A single high frequency trader 
played an important role in the 
development of a competitive 
market center, resulting in 
better liquidity and lower 
trading costs 


Hendershott, Jones, Menkveld 


“Does Algorithmic Trading 
Improve Liquidity?”, February 
2011 


Automated quoting facility,  
NYSE equities, 2003 


Automated trading narrowed 
bid‐ask spreads, lowered 
trading costs, and improved 
price efficiency 


Riordan, Storkenmairm 


“Latency, Liquidity and Price 
Discovery”, 2009 


Xetra high‐speed trading 
system, Deutsche Börse, 2007 


Higher system speeds led to 
increased liquidity and 
improved price discovery 


Hendershott, Moulton 


“Automation, Speed and Stock 
Market Quality: The NYSE’s 


NYSE TAQ database plus others, 
June 1, 2006 ‐ May 31, 2007 


Introduction of automation via 
the NYSE hybrid system 
improved price discovery and 
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Author(s) / Title      Dataset  Findings 


Hybrid”,  February 2010  made prices more efficient 


Gomber, Arndt, Lutat, Uhle 


“High Frequency Trading”, 
2010 


 


Various Survey paper that highlights 
beneficial aspects of HFT, while 
noting that perceived problems 
are largely a result of U.S. market 
structure 


 


This following studies measured improvements in overall market quality: 


Angel, Harris and Spatt (February 2010) examined many measures of market quality and how they have 
changed over  time and  in  response  to  regulatory and structural changes  in  the U.S. equity markets.19  
Drawing from a diverse set of data sources, they show that there has been significant  improvement  in 
virtually all aspects of market quality. They state "execution speeds have fallen, which greatly facilitates 
monitoring  execution  quality  by  retail  investors.  Retail  commissions  have  fallen  substantially  and 
continue to fall. Bid‐ask spreads have fallen substantially and remain low, although they spiked upward 
during the financial crisis as volatility increased. Market depth has marched steadily upward. Studies of 
institutional transactions costs continue to find U.S. costs among the lowest in the world." 


RGM Advisors,  LLC  (October 2010)  studied  recent data  from  the U.S. equity markets.20   The authors 
examined trends  in a number of U.S. equity market quality metrics over the period from January 2006 
through June 2010 and how these metrics differed by market capitalization and by listing venue.  They 
presented data  that  confirmed  that over  this period quoted bid‐ask  spreads declined, quoted market 
depth increased and short‐term measures of market efficiency significantly improved.  


Credit Suisse (April 2010) released a report on related topics and showed that  in recent years, bid‐ask 
spreads declined, depth at the inside quote increased and intra‐day volatility normalized by longer‐term 
volatility  declined  substantially.21    The  authors  concluded  on  this  last  point  that  “[t]his  seems  to  be 
confirmation that the new market participants are successfully finding and removing mispricings, as well 
as dampening volatility  that might otherwise be created by  large  institutional orders  filled during  the 
day.” 


Hasbrouck and Saar (October 2010) explored the nature and impact of low‐latency (algorithmic) 
trading on the NASDAQ exchange during June 2007, a 'nominal' market period, and October 2008, a 


                                                            
19 Angel, J., Harris, L. and Spatt, C., "Equity trading in the 21st century", 
http://papers.ssrn.com/so13/papers.cfm?abstract_id=1584026 
20 Castura, J., Litzenberger, R., Gorelick, R., and Dwivedi, Y., 2010:  “Market Efficiency and Microstructure 
Evolution in US Equity Markets:  A High Frequency Perspective”, 
http://www.rgmadvisors.com/docs/MarketEfficiencyStudyOct2010.pdf 
21 Credit Suisse, 2010:  “Sizing Up US Equity Microstructure”, 
https://tradeview.csfb.com/edge/Public/Bulletin/Servefile.aspx?FileID=14377&m=1337434953 
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volatile, uncertain period.22   They identified periods of high market activity due to algorithms and 
relate  these  to  longer‐term market  quality metrics  such  as  spread,  effective  spread  and depth  of 
liquidity.  They observe in both periods “that higher low‐latency activity implies lower posted and 
effective spreads, greater depth, and lower short‐term volatility.”  


The following studies examined market data sets that distinguished between automated trades and 
other trades: 


Hendershott and Riordan (August 2009) reported on the impact of automated trading on the Deutsche 
Börse’s Xetra market, an equity market where automated trading activity could be distinguished.23  The 
paper found that automated trading accounted for about half of the total volume in the top 30 volume 
stocks,  and  that  automated  trading was better  than non‐automated  trading  at driving prices  toward 
efficiency. The authors also showed that automated trading "contributes more to the discovery of the 
efficient price than human trading." Furthermore, they find there is "no evidence of [automated trading] 
behavior that would contribute to volatility beyond making prices more efficient." 


Similarly,  in the foreign exchange market, Chaboud, Hjalmarsson, Vega and Chiquoine (October 2009) 
used a dataset that separately identified computer generated trades from human generated trades and 
showed  that an  increase  in automated  trading may be associated with  less market volatility, and  that 
automated  traders  tend  to  increase  liquidity  provision  after  exogenous  market  events  such  as 
macroeconomic data announcements.24 


Brogaard  (August  2010)  investigated  the  impact  of  “high  frequency  trading”  or  “HFT”  on US  equity 
trading on the NASDAQ exchange.25  Using a data set provided by the exchange that labeled all activity 
as either  'HFT' or  'everything else', Brogaard examined the exact  impact that HFT participants have on 
the market.    His  analysis  used  a well‐known  regression  framework  to  isolate  various  factors  in  the 
market and how HFT impacts each of these. In particular, he shows that HFT activity contributes more to 
price discovery than other activity, that HFT quotes are at the best bid or best ask price about 50% of the 
time, that HFT reduces price  impact  (an  important component of trading costs) for other participants, 
and that HFT activity reduces volatility. 


Hendershott and Riordan (2011) examined the  impact of HFT on the price discovery process using the 
same dataset used  in Brogaard  (2010).26 Overall  they  found  that HFT  trades are positively  correlated 
with  permanent  price  changes,  thereby  aiding  price  discovery,  and  are  negatively  correlated  with 


                                                            
22 Hasbrouck, J. and Saar, G, “Low‐Latency Trading”, 
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1695460  
23 Hendershott, T. and Riordan, R., 2009: “Algorithmic Trading and Information”, 
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1472050## (“Hendershott and Riordan (2009)”) 
24 Chaboud, Alain, Hjalmarsson, Erik, Vega, Clara and Chiquoine, Ben, “Rise of the Machines: Algorithmic 
Trading in the Foreign Exchange Market” (October 2009). Federal Reserve Board International Finance 
Discussion Paper No. 980, http://ssrn.com/abstract=1501135 (“Chaboud, Hjalmarsson, Vega and 
Chiquoine (2009)”). 
25 Brogaard, J., "High frequency trading and its impact on market quality", 
http://papers.ssrn.com/so13/papers.cfm?abstract_id=1641387 
26 Hendershott, T. and Riordan, R., 2011: “High Frequency Trading and Price Discovery”, working paper 
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temporary  pricing  errors,  thereby  improving  the  price  discovery  process.    By  distinguishing  trades 
initiated  by  an  HFT,  the  authors  found  that marketable  high  frequency  trades  actively  drive  prices 
towards fair value.  


A  similar  study  done  by  Jarnecic  and  Snape  (June  2010)  used  data  provided  by  the  London  Stock 
Exchange  (LSE).27    Like  the  NASDAQ  data  set,  this  set  labeled  all  activity  by  participant  type;  HFT, 
investment  bank,  retail,  etc.,  providing  a  finer  granularity  of  participation  rates  and  behaviors.    The 
authors used a similar regression framework as Brogaard in order to isolate the impact of HFT on various 
market metrics.    They  found  that HFT  participants  tend  to  provide  liquidity when  spreads  are wide, 
demand liquidity when spreads are narrow, that they are more likely to "smooth out liquidity over time 
and are unlikely to exacerbate stock price volatility". 


The  CME  Group  (July  2010)  released  a  report  on  automated  trading  activity  on  the  CME  futures 
exchange.28  They labeled all participants as either “ATS” (automated trading system) or “non‐ATS.” They 
compared  trade  volume  and messaging  rates  for  each  participant  against market measures  such  as 
liquidity and volatility.  ATS's impact on these measures varies by futures contract, but as a whole, they 
concluded  that ATS‐based "volume and message  traffic  tend  to be associated with enhanced  liquidity 
and reduced volatility". 


Menkveld  (2011)  studied  the  development  of  the  Chi‐X  European  stock  MTF  in  2007  and  the 
simultaneous entry of  a  large high  frequency  trading participant on Chi‐X.29   He  found  that  this new 
participant  was  largely  responsible  for  the  increase  in market  share  of  Chi‐X  and  ultimately  led  to 
reduced spreads for the stocks that it traded.   


 


These event studies investigated the impact of improvements to a market center’s trading technology: 


Hendershott,  Jones  and Menkveld  (2007)  examined  the  impact  on  the  NYSE  of  their  auto‐quoting 
facility  introduced  in 2003.30   This  study  showed  that  for all  stocks, and particularly  large‐cap  stocks, 
automated  trading  increased  liquidity.    It  also  demonstrated  that  the  increase  in  automated  trading 
caused a reduction in effective spreads, thereby reducing costs to investors.  


Similarly, Riordan and Storkenmairm (2009) reported on how a 2007 upgrade to the Deutsche Börse’s 
Xetra  trading  system  focused  solely on  latency  reduction,  positively  affected market quality.31   After 


                                                            
27 Jarnecic, E. and Snape, M., "An analysis of trades by high frequency participants on the London Stock 
Exchange", http://mfs.rutgers.edu/MFC/MFC17/MS/MC10~447_Snape_Jarnecic.pdf 
28 The CME Group, "Algorithmic trading and market dynamics", 
http://www.cmegroup.com/education/files/Algo_and_HFT_Trading_0610.pdf 
29 Menkveld, A., 2011: “High Frequency Trading and the New‐Market Makers”, available from 
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1722924  
30 Hendershott, T., Jones, C.M. and Menkveld, A.J.,: “Does Algorithmic Trading Improve Liquidity?”, 
Journal of Finance, Volume LXVI, No. 1, February 2011 
31 Riordan, R. and Storkenmairm, A., 2009: “Latency, Liquidity and Price Discovery”, 
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1247482 







Page 24    12 August 2011 
 


latency  reductions  in  the  exchange’s  trading  systems,  liquidity  increased  across market  capitalization 
and trade sizes, and adverse selection and permanent price impact were dramatically reduced. 


Hendershott and Moulton  (2010)  studied  the  introduction of  the NYSE hybrid  system  in 2006, which 
moved the NYSE to a faster and more automated matching system. 32   They found that prices became 
more efficient due to faster price discovery and reduced noise in prices.  


 


This paper provides an overview of “high frequency trading” and related market structure issues: 


Gomber et al (2011) presented background information on HFT. Their paper analyzed HFT and “certain 
proposed regulatory measures.33  They claimed that HFT is a technology rather than a strategy, and is a 
natural evolution in the market place.  They highlighted the beneficial aspects that HFT can provide, and 
noted  that  perceived  problems  with  HFT  are  largely  a  result  of  U.S. market  structure  rather  than 
anything  inherent  in HFT  itself. They provided several  recommendations  for policy makers  that would 
maintain the beneficial aspects of HFT while providing markets with additional safety. 


 


 


 


 


                                                            
32 Hendershott, T. and Moulton, P., 2010: “Automation, Speed and Stock Market Quality: The NYSE's 
Hybrid”, available from http://www.hotelschool.cornell.edu/research/facultybios/research‐papers/p‐
moulton‐research.html  
33 Gomber, P., Arndt, B., Lutat, M., and Uhle, T., 2011: “High frequency Trading”, available 
http://www.frankfurt‐main‐finance.com/en/data‐facts/study/High‐Frequency‐Trading.pdf  
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Eldenaer Str. 60, 10247 Berlin, www.weed-online.org 
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Tel. 0049-(0)30-27582-249, Markus.Henn@weed-online.org
 
IOSCO – Technical Committee 
Mr. Werner Bijkerk  
International Organization of Securities Commissions (IOSCO)  
Calle Oquendo 12  
28006 Madrid 
- via email to market-integrity@iosco.org  - 
          


Berlin, 5 August 2011 
 
 
Comment to the Consultation Report on “Regulatory Issues Raised by the Impact of 
Technological Changes on Market Integrity and Efficiency” 
 
 
Dear Mr Bijkerk, 
 


WEED – World Economy, Ecology & Development is a Berlin based think tank and advocacy 
organization that has worked on global finance issues for about 20 years. It has outstanding 
expertise on the development impact of the global financial system. WEED regularly testifies to 
the German parliament and is a member of the recently founded organisation Finance Watch. 
WEED has been part of several EU funded projects on international financial markets, currently 
implementing two of them. For more information, please see www.weed-online.org.  
 
We thank you for the opportunity to comment on your consultation report. We think that the 
impact of technological changes is an issue which is not only important for traders and market 
participants but for the society as whole given the huge impact that exchanges have in today’s 
economy. We are particularly concerned about the (food) commodity markets which now also 
increasingly are dominated by automated and high frequency trading.  
 
On your specific questions, we would like to comment as follows (only to selected questions): 
 


Q2 What are your views on the suggestion that proprietary trading firms (including HFT 
firms) that are not currently subject to registration/authorisation by a regulator should be 
required to obtain such a registration/authorisation? Are there specific regulatory 
requirements you believe such firms should face?  


 
We generally urge IOSCO to require all trading firms being covered by rules on registration and 
authorisation. All firms should meet appropriate technical, staff and other requirements. 
Authorisation should be subject to withdrawal in case of infringements. 
 


Q3 What recommendations, if any, would you propose to strengthen the regulatory 
requirements around pre- and post-trade risk controls? In particular, what measures, if 
any, do you think regulators should introduce that relate specifically to the use of and 
risks posed by algorithmic trading and/or HFT?  


 
We think that transparency is important. Also, all algorithms should be approved by regulatory 
authorities, or at least be subject to obligatory tests by the trading firms, for example stress tests 
for extreme market conditions. 
 


Q4 To what extent do you believe the use of trading control mechanisms such as circuit 
breakers and limit-up/limit-down systems by trading venues should be mandated? If you 







believe they should be mandated, should venue operators be permitted to design their 
own controls or should they be harmonised/coordinated across venues (including 
between interrelated instruments such as a derivative and its underlying)?  


 
We strongly support the introduction of circuit breakers and limit-up/limit-down systems. 
Financial markets are prone to “irrational exuberances” (Robert J. Shiller), especially herding 
behaviour. Circuit breakers make sure that, at least, this herding behaviour is mitigated. Modern 
financial markets are much less efficient in terms of price discovery than many economists 
suggest. This is why speeding them up does not necessarily make them more efficient. As 
Andrew G. Haldane, Bank of England Executive Director said, finance needs more patience.1 
Price limits can be one element in slowing the markets down. As trader Paul Tudor Jones has 
pointed out at a CME conference last year: “Every exchange traded instrument including all 
securities, futures, options and any other form of derivatives should have some form of a price 
limit. And this is all the more urgently needed now that electronic execution dominates trading.”2


 
Q5 To what extent do you believe market maker schemes offered by trading venues should 
be subject to mandatory minimum criteria? Should the criteria be determined by the 
trading venue alone? To what extent do you agree with the suggestion that the use of stub 
quotes should be prohibited?  


 
We think that minimum criteria for market makers should be prescribed by IOSCO and not 
(only) left to trading venues. As the financial crisis has demonstrated, voluntary measures are 
insufficient. 
 


Q6 Do you have suggestions for improvements to regulators’ surveillance capabilities with 
respect to the markets and modern trading techniques? Please elaborate. Who should 
bear the cost of investing in such capabilities and the cost of operating and supervising 
the markets in order to ensure fairness among market participants? Please elaborate.  


 
We think that European Regulators should be equally equipped like US regulators. ESMA staff 
of 150 people so far is almost negligible compared to the thousands employed by the SEC and 
the CFTC. 
 


Q14 To what extent do you have other comments related to the risks to market integrity 
and efficiency raised by the issues in this report?  


 
We think that commodity markets should be covered by a special regulatory environment. The 
danger of commodity derivative markets being troubled by automated or high frequency trading 
should be weighted against the advantages regarding liquidity. Recent events like the 8% drop 
in 14 seconds in the US natural gas markets – which probably has been caused by modern 
trading techniques – are a warning signal. In order to make sure that commodity derivative 
markets are not subject to this, we urge for ex-ante position limits for all individual traders 
across all markets and products, and for automated trading as trading class. Position limits have 
also been recommended by CFTC commissioner Bart Chilton: “Given our experience with the 
Flash Crash and mini flash crashes, it is appropriate to consider if there should be limits on high 
frequency trading. For example, on position limits, let us say that we allow 10 percent of open 
interest in a market.”3


 
Kind regards, 


 
Markus Henn 


                                                 
1 Haldane, Andrew G (2010): Patience and Finance. Speech at the Oxford China Business Forum, Beijing, 
September 2, 2010. http://www.bankofengland.co.uk/publications/speeches/2010/speech445.pdf.  
2 Tudor Jones, Paul (2010): Price Limits: A Return to Patience and Rationality in U.S. Markets. Speech to the CME 
Global Financial Leadership Conference, October 18, 2010. http://www.scribd.com/doc/53011644/Paul-Tudor-Jones-
Speech  
3 Chilton, Bart (2010): Speed. Spech before the High Frequency Trading World, USA 2010 Conference, New York, 
December 8, 2010 http://www.cftc.gov/PressRoom/SpeechesTestimony/opachilton-35.html.  
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FIX Protocol Limited 


One Fetter Lane 


London EC4A 1BR 


Tel +44 (0) 203 440 5401 


 


 


Mr Werner Bijkerk,  
International Organization of Securities Commissions (IOSCO)      12th August 2011 
Calle Oquendo 12  
2806 Madrid 
Spain 
Via email to: market-integrity@iosco.org 


 


 


Dear Mr Bijkerk, 


 


Regulatory Issues Raise by the Impact of Technological Changes in Market Integrity and Efficiency. 


FIX Protocol Limited (FPL) is a non-profit industry membership association that owns, develops and 


promotes the FIX Protocol (FIX): 


The FIX Protocol is a non-proprietary, free and open standard which is owned by a trust for the 


benefit of market participants and it is specifically those attributes which remove commercial 


conflict in how the protocol is developed and governed, and allows for greater transparency, 


consistency of information, easier oversight and corresponding reduction in systemic risks. 


The FIX Protocol is the de-facto industry standard for the front office.  


FPL has members covering all constituents of market participation from buy-side, sell-side, vendors, 


exchanges, MTFs and Regulators.  Those members are active in over 35 countries around the world 


in developed, emerging and frontier markets:  


FPL welcomes the opportunity to offer comments on how the FIX Protocol, as a non-proprietary, 


free and open industry standard can assist IOSCO members achieve the key principles and deliver 


more effective regulation to encourage both investor confidence and stability to markets. FPL also 


recognises that it is not the only standard used across the investment industry, a great deal of 


collaboration has taken place between FPL and other non-proprietary, free and open industry 


standards used every day around the world, as will be touched upon later to ensure that all market 


participants can be beneficiaries of the efficiencies. The collaboration between FPL and other 


industry standards organisations is outlined at the end of this document in appendix A 


FPL’s membership covers all sectors of the market including buy-side, sell-side, vendors, exchanges, 


MTFs and the regulatory community, and it is from those industry experts, combined with the 
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governance processes around how FPL develops and manages standards, that many of the IOSCO 


principles can be aligned with what FPL is seeking to achieve. 


Some recent FPL initiatives include, Surveillance initiative in conjunction with IIROC, Short Sale 


reporting and with ASIC, Buy-Side initiative to enhance venue identification, Risk Management 


initiative to standardise the risk controls viewed by market participants enabling greater 


transparency, a Fixed Income initiative looking at greater standardisation across the FI markets, FIX 


Inter-party latency working group enabling standardisation in latency measurement between trading 


venues, FIX ATDL introducing efficiencies into the configuration of algorithms as well as many other 


initiatives where solutions are developed for the market participants, by market participants 


avoiding commercial conflicts. 


Before turning to address the specific questions, hopefully IOSCO will see that FPL is positioned as a 


neutral, non-profit industry standards body, free from commercial conflict, driven by members from 


all constituents of the investment markets and above all, delivering a non-proprietary, free and open 


industry standard which can be used by regulators and market participants around the world to 


address real business challenges. 


Turning to the questions posed in the consultation document, you will understand that with such a 


broad base of members, it is not possible for FPL to answer all questions as there may be occasions 


where different sections of our membership may have a specific view which is not aligned with the 


balance of the industry participants and our neutral stance will become evident as we address the 


questions themselves. 


 


Q1 – FPL members have commented that the increase in use of technology has enabled a greater 


number of instruments to be traded in a more efficient way on both lit and dark venues. The use of a 


protocol such as FIX which is the prominent protocol for the front-office and connectivity to new 


venues, makes it much easier to integrate new venues, whether lit or dark into your overall trading 


strategy and have clear oversight of your trading.  


 


Q2 – FPL’s neutrality does not allow us to have a specific view on whether any particular sector of 


the market should or should not be subject to registration/authorisation – however, what FPL can 


offer is that with regards to how such proprietary trading firms access markets is that the trading 


information, irrespective of what type of firm is trading in the market, either directly, or via a 


disclosed counterparty, can be made available in a standardised format such as FIX enabling 


transparent and consistent information to be used for oversight. Regulators such as IROCC in Canada 


and ASIC in Australia efficiently exploit the FIX standard for this purpose, following consultative 


collaboration with FPL to help achieve their oversight aims, while maintaining the efficiencies gained 


from the standard. 
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Q3 – As mentioned in the preamble, FPL members have already published a set of risk management 


best practice guidelines. These guidelines provide for a schedule of readily available characteristics 


of an order to be transmitted between market participants, and markets themselves, in such a way 


as to provide a clear and consistent understanding of what information is being passed between 


market participants and is available for supervisory and risk mitigation purposes.  More information 


on the FPL risk initiative can be found in appendix B 


 


Q4   FPL as a standards body naturally is in favour of a standardised approach which is adopted 


across the market and its participants; FPL is not able to offer further comment with regards to 


whether such regulation should be mandated, other than to say that without regulatory 


intervention, a best-practice code of conduct risks broad adoption. 


 


Q5 – FPL does not have a specific view on this question. 


 


Q6 – Surveillance and regulatory oversight is an area of increasing attention within the market and 


given that all electronic transactions have a series of unique identifying data fields, such data is by 


necessity available to provide practical surveillance and increased transparency. The use of FIX by 


IROCC and ASIC are examples of regulators capitalising on globally accepted standards as an efficient 


means to improve regulators’ surveillance in a modern electronic trading environment. Regarding 


the second part of this question about who should bear the cost of such surveillance, one of the 


constant aims of FIX is to ensure that where possible, existing non-proprietary, free and open 


industry standards are used to minimise the cost to the industry and increase operational and risk. 


 


Q7 -  One of the key objectives of The Investment Roadmap developed through industry 


collaboration between non-proprietary, free and open industry standards bodies was to ensure that 


there was a standardisation of data flow throughout the whole investment lifecycle from issuer, 


through front office, into middle and back office, as well as regulatory supervision, and as such, 


greater adherence to proven, non-proprietary, free and open industry standards would ensure that 


the whole trade life cycle could become more efficient. – APPENDIX A 


 


Q8 – FPL does not have a view on this question other than to note that whatever the entity trading 


or whatever the capacity, it is possible to track such information by use of standards such as FIX, 


which would also allow adequate supervision.  


 


Q9 – FPL does not have a view on this question other than to offer that where a standard such as FIX 


is used throughout the investment process, the inclusion of an identifier to indicated the size or 
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function of the market participant it is easier to re-construct a transaction or order as well as 


allowing easier supervision. 


Q10 – FPL cannot comment on individual strategies. 


Q11 – FPL members may wish to express their personal view on this topic, however, FPL as an 


organisation is not able to provide comment on this point. 


Q12 – FPL does not have a specific view on this topic, however, initiatives such as the FIX Interparty 


Latency Working Group is an initiative to standardise the measurement of latency which will help to 


bring greater transparency and benchmark to offerings.   


Q13 – FPL introduced an initiative in 2009 to address inefficiencies in the Financial Markets when it 


came to deploying algorithms, FIXatdl (FIX Algorithmic Trading Definition Language) was introduced 


as a way of taking the algorithmic parameters and standardising them in a computer readable 


format for ease of integration into market participant order and execution management systems. 


Should market operators be required to provide testing environments, then the use of the standard 


FIXatdl would make it easier and cheaper for algorithms to be tested. 


Q14 – As mentioned in our pre-amble, FPL has recently launched a risk initiative which has looked at 


the way information surrounding a transaction can be used to apply risk parameters with the aim of 


reducing systemic risk and market dislocation. 


In conclusion, FPL believes that regulatory oversight, transparency and market efficiency ( and 


therefore systemic-risk reduction) can be enhanced through the use of non-proprietary, free and 


open protocol such as FIX.  Practical examples already exist where the use of FIX has been used 


successfully as part of the overall regulatory process. FPL stands ready to provide neutral advice and 


understanding on such topics as required. 


 
Yours faithfully 


Stuart Adams 


 


Stuart Adams 


FPL EMEA Regional Director 


Stuart.adams@fixprotocol.org  


Tel +44 7957 555 934 
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Appendix A –  


Progress through Collaboration: A New Investment Roadmap 
 
Tuesday, October 12, 2010 – FIX Protocol Ltd. (FPL), Financial Products Markup Language (FpML), 
International Securities Association for Institutional Trade Communication (ISITC), Society for 
Worldwide Interbank Financial Telecommunication (SWIFT), XBRL (Extensible Business Reporting 
Language) US and Financial Information Services Division of SIIA (FISD), today published their 
updated Investment Roadmap.  
 
The roadmap’s purpose is to provide market participants consistent 
direction when using financial services messaging standards by visually mapping the protocols to their 
appropriate business processes across asset classes. 
 
The Investment Roadmap, initially introduced in 2008, lays the groundwork for moving towards one 
common business model, ISO 20022, while allowing the respective standards organizations to 
continue maintaining their existing protocols – FIX, ISO, FpML and XBRL (the newest addition).  
 
The Investment Roadmap presentation and related FAQ are now publicly available for download from 
www.fixprotocol.org/investmentroadmap   
 
Commenting on this initiative, Gary Probert, Managing Director, Citi Securities and Fund Services, and 
Chair of ISITC, stated, “The Investment Roadmap is reflective of how, through the collaboration of 
industry associations, we are able to provide guidelines that can help bring best practices to the 
industry as a whole. ISITC members and the broader industry will benefit from the ISO 20022 
developments outlined in the Roadmap which we are confident will improve STP across securities 
market processes.” 
 
Through collaboration and by leveraging the expertise of each of the standards organizations in their 
respective asset classes and business process areas, the group looks to improve interoperability, save 
costs of maintaining multiple syntaxes within the same area of the transaction lifecycle, provide 
stability, and decrease risk for the international financial services community. In addition to providing 
the industry with a view of the ways in which existing messaging standards are currently utilized, the 
Investment Roadmap defines an agreed path for future initiatives by identifying gaps as well as areas 
of overlap. 
 
Gerard Hartsink, Senior Executive Vice President, ABN Amro, and Convenor of the ISO 20022 
Registration Management Group (RMG), commented “The Investment Roadmap is an important step 
in the harmonization of the Securities industry using the ISO 20022 business model and domain 
specific syntaxes. It is an idea that can be leveraged by other business areas to support their plans for 
ISO 20022 interoperability and adoption.” 
 
The organizations will continue to meet on a regular basis to ensure the Investment Roadmap 
continues to accurately depict the current environment as well as future standards development. 



http://www.fixprotocol.org/investmentroadmap
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Appendix B -   


FPL RELEASES STANDARDIZED GUIDELINES FOR RISK MANAGEMENT 
Association Members Form Risk Management Committee to Help Establish Industry Standards 
 
NEW YORK, January 10, 2011 – FIX Protocol Ltd. (FPL) today announced the completion of an initial 
set of guidelines which recommends risk management best practices in electronic trading for 
institutional market participants.  
 
In the third quarter of 2010, FPL launched a group to raise awareness regarding the implications of 
electronic trading on risk management and to develop standardized best practices for industry 
consideration. Over the last few months, the group, which consists of a number of senior leaders 
in electronic trading from the major sell-side firms, has been working on developing this set of 
guidelines to encourage broker dealers to incorporate a baseline set of standardized risk controls. 
 
The objective of the guidelines is to provide information around risk management and encourage 
firms to incorporate best practices in support of their electronic trading platforms. In today’s volatile 
marketplace, the automation of complex electronic trading strategies increasingly demands a 
rationale set of pre-trade, intra-day and pattern risk controls to protect the interests of the buy side 
client, the sell side broker and the integrity of the market.  
 
The objective of applying electronic order risk controls is to prevent situations where a client, the 
broker and or the market can be adversely impacted by flawed electronic orders. “We believe it is 
important for the industry and our clients to establish core risk management standards in electronic 
trading for all institutional market participants,” said Timothy Furey, Managing Director, Goldman 
Sachs.  
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The scope of the particular set of risk controls included in these guidelines is for electronic orders 
delivered directly to an algorithmic trading product, or to a direct to market (DMA) trading destination. 
The recommended risk controls included provide the financial services community with a set of 
suggested guidelines to follow that will systemically minimize the inherent risk of executing electronic 
algorithmic and DMA orders. 
 
“It was agreed that although the majority of market participants currently apply their own internal risk 
checks, it would be beneficial to define some base standardization across the industry which would 
not only be helpful to the industry participants but be looked at positively by the regulatory bodies,” 
said Neal Goldstein, Managing Director and US Head of Electronic Product Development, Nomura 
Securities 
 
Further details can be found at 


http://www.fixprotocol.org/documents/5537/FPLEquityRiskControls_final.pdf 



http://www.fixprotocol.org/documents/5537/FPLEquityRiskControls_final.pdf
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Chapter 1 Executive Summary 
 


In November 2010 the G20 Seoul Summit launched an action plan with the purpose of 


achieving strong, sustainable and balanced growth
1
.  The commitment calls for significant 


policy actions in several areas and reforming the financial sector is a central element of the 


action plan.  With the aim of enhancing the stability of financial markets, the Summit: 


 


“…called on IOSCO to develop by June 2011 and report to the FSB
2
 


recommendations to promote markets‟ integrity and efficiency to mitigate the risks 


posed to the financial system by the latest technological developments”. 


 


The G20 mandate meshed closely with the work that IOSCO‟s Technical Committee 


(Technical Committee) had already undertaken (e.g. on dark liquidity, direct electronic access 


(DEA), trading halts/circuit breakers, etc) or had underway (e.g. the potential issues raised by 


high frequency trading).  The G20 focused, however, on the broader topic of the impact of 


technological developments on market integrity and efficiency.  IOSCO thus responded to the 


G20‟s request by incorporating into its examination of potential issues raised by high 


frequency trading (HFT) an overview of past relevant work related to technological 


developments. 


 


This Final Report (Final Report) covers the following: 


 


 Introduction – this chapter provides greater detail on the context of IOSCO‟s work on 


market integrity and efficiency; 


 


 The existing state of the markets, the risks posed and the action already taken – this 


chapter summarises the major technological and market developments that have been 


observed in recent years, outlines the risks that have been identified or may arise 


regarding each, and summarises the work that has already been undertaken by IOSCO; 


 


 High frequency trading – this chapter focuses on HFT as the key issue with respect to 


technology‟s impact on market integrity and efficiency that IOSCO has recently been 


considering.  It discusses the impact of HFT on the markets and the associated risks; 


 


 Regulatory tools – this chapter draws together the key regulatory strands from the 


preceding chapters by setting out the existing IOSCO principles and other tools that 


guide regulators to mitigate the risks of technological developments to market 


integrity and efficiency.  This chapter also sets out key suggestions provided by 


market participants during IOSCO‟s panels in 2010 and 2011 that could enhance the 


existing regulatory approach to mitigate the risks that may be associated with HFT; 


and 


 


 Conclusion and Recommendations – this chapter provides brief conclusions to the 


Final Report and outlines how these relate to IOSCO‟s Objectives and Principles of 


Securities Regulation (Principles). 


 


                                                 
1
 The G20 Seoul Summit Declaration, 11-12 November 2010, available at 


http://www.g20.org/Documents2010/11/seoulsummit_declaration.pdf. 


2
 Financial Stability Board 



http://www.g20.org/Documents2010/11/seoulsummit_declaration.pdf
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The Final Report has five Recommendations that are set out fully, with explanatory text, in the 


Conclusions and Recommendations chapter.  These Recommendations are: 


 


Recommendation 1: Regulators should require that trading venue operators provide fair, 


transparent and non-discriminatory access to their markets and to associated products and 


services. 


 


Recommendation 2: Regulators should seek to ensure that trading venues have in place 


suitable trading control mechanisms (such as trading halts, volatility interruptions, limit-up-


limit-down controls, etc.) to deal with volatile market conditions.  Trading systems and 


algorithms should be robust and flexible such that they are capable of dealing with, and 


adjusting to, evolving market conditions.  In the case of trading systems, this should include 


the ability to adjust to changes (including sudden increases) in message traffic. 


 


Recommendation 3: All order flow of trading participants, irrespective of whether they are 


direct venue members or otherwise, must be subject to appropriate controls, including 


automated pre-trade controls.  These controls should be subject to the regulatory 


requirements of a suitable market authority or authorities.  In addition, regulators should 


identify any risks arising from currently unregulated direct members/participants of trading 


venues and, where any are identified, take concrete steps to address them.  


 


Recommendation 4: Regulators should continue to assess the impact on market integrity and 


efficiency of technological developments and market structure changes, including algorithmic 


and high frequency trading.  Based on this, regulators should seek to ensure that suitable 


measures are taken to mitigate any related risks to market integrity and efficiency, including 


any risks to price formation or to the resiliency and stability of markets, to which such 


developments give rise. 


 


Recommendation 5: Market authorities should monitor for novel forms or variations of 


market abuse that may arise as a result of technological developments and take action as 


necessary.  They should also review their arrangements (including cross-border information 


sharing arrangements) and capabilities for the continuous monitoring of trading (including 


transactions, orders entered or orders cancelled) to help ensure that they remain effective.  


 


The Final Report also includes a number of annexes including, at Annex 1, a Feedback 


Statement to the corresponding Consultation Report, CR02/11
3
 (Consultation Report). 


                                                 
3
 CR02/11 Regulatory Issues Raised by the Impact of Technological Changes on Market Integrity and 


Efficiency, Report of the Technical Committee of IOSCO, 6 July 2011, available at 


http://www.iosco.org/library/pubdocs/pdf/IOSCOPD354.pdf. 



http://www.iosco.org/library/pubdocs/pdf/IOSCOPD354.pdf
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Chapter 2 Introduction 
 


The G20 mandate 


 


In November 2010 the G20 Seoul Summit launched an action plan with the purpose of 


achieving strong, sustainable and balanced growth.  The commitment calls for significant 


policy actions in several areas and reforming the financial sector is a central element of the 


action plan. With the aim of enhancing the stability of financial markets, the Summit: 


 


“…called on IOSCO to develop by June 2011 and report to the FSB recommendations 


to promote markets‟ integrity and efficiency to mitigate the risks posed to the financial 


system by the latest technological developments”. 


 


The G20 mandate meshes closely with the work that IOSCO‟s Technical Committee had 


already undertaken or has underway.  However, it provides a very specific focus on the 


impact of technological developments on market integrity and efficiency, whereas the 


Technical Committee‟s previous work had been broader in nature.  Thus it requires a fresh 


consideration of some important issues, over and above the Technical Committee‟s ongoing 


work. 


 


The members of IOSCO have worked intensively over the years to improve and, where 


possible, converge globally their regulatory standards while keeping in pace with market 


developments.  In particular, the work of the IOSCO Technical Committee has focused on 


protecting the fairness, efficiency and integrity of the secondary markets by establishing 


common regulatory principles to which IOSCO members have regard.  These fundamental 


principles for the regulation of secondary markets are expressed in the IOSCO Objectives and 


Principles of Securities Regulation.
4
  The principles for secondary markets require regulators 


to ensure the integrity of trading by: 


 


 requiring that the establishment of exchanges and trading systems is subject to 


authorization and oversight; 


 


 maintaining fair and equitable rules; 


 


 promoting transparency of trading; 


 


 detecting and deterring market manipulation and other unfair trading practices; 


 


 seeking to ensure the proper management of large exposures, default risk and market 


disruption; and 


 


 reducing systemic risks
5
 


 


 


 


 


                                                 
4
 See Objectives and Principles of Securities Regulation, IOSCO Report, 20 July 2010 available at 


http://www.iosco.org/library/pubdocs/pdf/IOSCOPD329.pdf. 


5
 Since the adoption of the revised IOSCO Objectives and Principles of Securities Regulation in 2010. 



http://www.iosco.org/library/pubdocs/pdf/IOSCOPD329.pdf
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Related IOSCO work 


 


In October 2005, IOSCO produced its Report on Policies on Error Trades
6
.  Error trades are 


defined as “transactions that are executed in error either due to the actions of a market user or 


through malfunction of a trading system.”  This report made a series of recommendations for 


regulators to consider with their market operators. 
 


In June 2009, the Technical Committee published a report on Principles on Outsourcing by 


Markets
7
 and in 2005 a report entitled Principles on Outsourcing of Financial Services for 


Market Intermediaries8, which establish a set of principles that are designed to assist trading 


venues and intermediaries in determining the steps they should take when considering outsourcing 


activities.  
 


More recently, as part of this ongoing task, the Technical Committee has produced two 


reports that are of importance to market integrity and efficiency and are discussed in greater 


detail in this report. 


 


In August 2010, IOSCO published the report Principles for Direct Electronic Access to 


Markets,
9
 (DEA Report) which discusses the electronic means through which market 


participants and their clients connect to the markets and how these connections should be 


controlled to avoid risks to market stability and integrity. 


 


In May 2011, IOSCO published the report Principles for Dark Liquidity
10


, which relates to 


the use of order types and markets that do not involve trading interests being exposed pre-


trade to other participants, and the implications this might have for market efficiency. 


 


IOSCO has also been examining the role of high frequency trading (HFT) in the markets.  


HFT is an important development related to technology‟s impact on market integrity and 


efficiency.  As part of its consideration of HFT, IOSCO has gathered evidence on HFT 


activity and developments from a North American, European, Australian and Asian 


perspective via a series of panel sessions with investment firms, trading venue operators, 


academics and others between October 2010 and February 2011.  These took place in San 


Francisco, London and Sydney in order to gain views from interested parties from different 


markets and jurisdictions.  Much of the evidence that IOSCO has gathered from these sessions 


is reflected in this Final Report. 


 


For the purposes of this report, IOSCO has employed the following definitions: 


 


                                                 
6
 See Policies on Error Trades, Final Report, Report of the Technical Committee of IOSCO, October 


2005, available at http://www.iosco.org/library/pubdocs/pdf/IOSCOPD208.pdf. 


7
 See Principles on Outsourcing by Markets, Report of the Technical Committee of IOSCO, 13 July 


2009, available at http://www.iosco.org/library/pubdocs/pdf/IOSCOPD299.pdf. 


8
 See Principles On Outsourcing Of Financial Services For Market Intermediaries, Report of the 


Technical Committee of IOSCO, February 2005, available at 


http://www.iosco.org/library/pubdocs/pdf/IOSCOPD187.pdf. 
9
 See FR08/10 Principles for Direct Electronic Access to Markets, Final Report, Report of the Technical 


Committee of IOSCO, 12 August 2010 available at 


http://www.iosco.org/library/pubdocs/pdf/IOSCOPD332.pdf. 


10
 See FR06/11 Principles for Dark Liquidity, Final Report, Report of the Technical Committee of 


IOSCO, 19 May 2011 available at http://www.iosco.org/library/pubdocs/pdf/IOSCOPD353.pdf. 



http://www.iosco.org/library/pubdocs/pdf/IOSCOPD208.pdf

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD299.pdf

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD187.pdf

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD332.pdf

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD353.pdf
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Market integrity is the extent to which a market operates in a manner that is, and is perceived 


to be, fair and orderly and where effective rules are in place and enforced by regulators so that 


confidence and participation in the market is fostered. 


 


Market efficiency refers to the ability of market participants to transact business easily and at a 


price that reflects all available market information.  Factors considered when determining if a 


market is efficient include liquidity, price discovery and transparency. 


 


This Final Report adopts the following structure: 


 


The existing state of the markets, the risks posed and the action already taken – this 


chapter summarises the major technological and market developments that have been 


observed in recent years, outlines the risks that have been identified or may arise regarding 


each, and summarises the work that has already been undertaken by IOSCO. 


 


High frequency trading – this chapter focuses on HFT as the key issue with respect to 


technology‟s impact on market integrity and efficiency that IOSCO has recently been 


considering.  It discusses the impact of HFT on the markets and the associated risks. 


 


Regulatory tools – this chapter draws together the key regulatory strands from the preceding 


chapters by setting out the existing IOSCO principles and other tools that guide regulators to 


mitigate the risks of technological developments to market integrity and efficiency.  This 


chapter also sets out key suggestions provided by market participants during IOSCO‟s panels 


that could enhance the existing regulatory approach to mitigate the risks that are associated 


with HFT. 


 


Conclusion and Recommendations – this chapter provides a brief conclusion to the Final 


Report and outlines a number of Recommendations that relate to IOSCO‟s Objectives and 


Principles of Securities Regulation (Principles). 


 


Annexes – the annexes provide an overview of the responses received to the Consultation 


Report and a summary of previous reports on dark liquidity, DEA, screen-based trading, and 


trading halts and interruptions. 
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Chapter 3 The Existing State of the Markets, the Risks Posed and the 


Action Already Taken 
 


1. The Role of Markets 


 


In the context of implementing the G20 mandate, it is important for competent authorities
11


 to 


seek to ensure that financial markets continue to fulfil their role of financing the real 


economy, by channelling investments and savings, facilitating capital formation and 


efficiently allocating and transferring risks. 


 


Financial markets should be efficient, fair, orderly and transparent.  Investors should easily 


and rapidly be able to determine the best available price in the market.  Access to markets 


should be fair.  Deep and liquid markets create opportunities for listed companies to raise 


funds and opportunities for participants to invest and to manage risk.  They also embody 


active and efficient price formation through trading, quickly pricing in news and reflecting 


changing attitude towards risk.  Efficient markets minimise transaction and search costs, and 


limit inherent information asymmetries between issuers, investors and their agents that can 


lead to loss of confidence and reluctance to participate.  For instance, investors and market 


participants fear a lack of information and, especially, the risk of trading with a party that has 


superior information or manipulative intent. 


 


However, the various types of financial instruments may have different trading characteristics 


and, equally, various types of participants may have to fulfil different needs.  These 


specificities have to be taken into account in determining the optimal framework in which a 


market should operate.  Derivatives are different from cash instruments, and institutional 


investors undertaking sophisticated transactions have different needs to retail investors trading 


in liquid stocks. The relevance of these differences in assets and stakeholders has to be 


considered when reflecting the optimal framework in which markets should operate. 


 


2. Major Technological and Market Developments and the Risks They Pose 


 


The evolution of markets and, in particular, advances in and expansion of the use of 


technology in trading have had numerous impacts.  They have facilitated the establishment of 


globally competitive markets and have enabled market participants to reduce transaction time 


to just fractions of a second
12


.  They have provided benefits such as the generation of 


electronic audit trails, the enhancement of order and trade transparency, and the ability of 


markets and market participants to develop and apply automated risk controls and of 


competent authorities to monitor the establishment and use of those controls. 


 


The various benefits arising from technological advances should not however overshadow the 


risks that these innovations pose to the efficiency and integrity of markets.  These changes 


raise issues that should be addressed by regulators in order to maintain the integrity of 


financial markets.  Any change to the structure of financial markets should be assessed with 


respect to the objective of preserving their fundamental role for the economy. 


 


                                                 
11


 The term competent authority comprises both public sector regulators and self-regulatory organizations. 


12
 James J. Angel, Lawrence E. Harris and Chester S. Spatt, “Equity Trading in the 21st Century”, The 


Quarterly Journal of Finance, forthcoming. 
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This chapter of the Final Report focuses on some of the most important changes that have 


arisen directly or indirectly from technological change, which are: 


 


a) algorithmic trading; 


 


b) market fragmentation and dark liquidity; 


 


c) DEA; 


 


d) co-location; 


 


e) tick sizes; and 


 


f) fee structures. 


 


(a) Algorithmic trading 


 


Algorithms have been used in trading for many years but their breadth, variety and 


complexity has continuously evolved.  In its simplest guise, algorithmic trading may just 


involve the use of a basic algorithm (i.e. a set of rules or instructions) to feed portions of an 


order into the market at pre-set intervals to minimise market impact cost.  At its most 


complex, it may entail many algorithms that are able to assimilate information from multiple 


markets in different assets and to use this to implement a high-speed, multi-asset trading 


strategy that transacts numerous inter-related trades in fractions of a second.  For instance, 


algorithms may now be designed to predict the presence and actions of other algorithms, 


thereby attempting to stay one step ahead of them.  As a result, algorithms are regularly 


redesigned or decommissioned (the lifetime of an algorithm potentially being gauged in 


weeks rather than months). 


 


The use of technology in such a way has fostered changes in the profile of market 


participants.  Most obviously, high frequency traders have emerged, who use algorithms 


intensively.  Their activities have given rise to considerable interest regarding their impact on 


market efficiency and integrity.  Academic research
13


 and anecdotal evidence, including from 


IOSCO‟s roundtable sessions, suggest that some strategies employed by high frequency 


traders provide liquidity to the markets in which they operate and, by using algorithms to 


identify and exploit price discrepancies between markets, improve the consistency of an 


instrument‟s pricing across venues.  However, some market participants have also commented 


that the presence of high frequency traders discourages them from participating as they feel at 


an inherent disadvantage to these traders‟ superior technology. 


 


Another concern is that the growing involvement of automated quantitative trading strategies 


may also contribute to the transmission of shocks across trading venues trading the same 


product or across markets trading different assets or asset classes.  The extent of the impact 


depends on how individual algorithms are programmed and how they respond to changes in 


market conditions.  For instance, interconnections between markets, which may be amplified 


                                                 
13


 See for example: (i) Jonathan A. Brogaard, High Frequency Trading and Its Impact on Market Quality, 


working paper, Northwestern University, 2010; (ii) Terrence Hendershott, Charles M. Jones, & Albert J. 


Menkveld, Does Algorithmic Trading Improve Liquidity?, Journal of Finance, 2011; and (iii) Albert J. 


Menkveld, High Frequency Trading and the New Market-Makers, Working paper, VU University 


Amsterdam 2010. 
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by algorithms programmed to operate on a cross-market basis, may allow for a shock to pass 


rapidly from one market to another, potentially increasing the speed at which a systemic crisis 


could develop.  This was illustrated by the Flash Crash event of May 2010. 


 


                                                 
14


 Market-wide limit up-limit down requirements prevent trades in individual stocks from occurring 


outside of specified price bands.  They may be coupled with trading pauses to accommodate more 


fundamental price moves.  Such requirements are generally designed, among other things, to protect 


investors and promote fair and orderly markets where there is extraordinary volatility in stocks. 


Box:The Flash Crash of May 6, 2010 


 


On May 6, 2010, the prices of many US-based equity products experienced an extraordinarily 


rapid decline and recovery.  That afternoon, major equity indices in both the futures and 


securities markets, each already down over 4% from their prior-day close, suddenly 


plummeted a further 5-6% in a matter of minutes before rebounding almost as quickly. 


 


Many of the almost 8,000 individual equity securities and exchange traded funds (ETFs) 


traded that day suffered similar price declines and reversals within a short period of time, 


falling 5%, 10% or even 15% before recovering most, if not all, of their losses.  However, 


some equities experienced even more severe price moves, both up and down.  Over 20,000 


trades across more than 300 securities were executed at prices more than 60% away from their 


values just moments before.  Moreover, many of these trades were executed at prices of a 


penny or less, or as high as $100,000, before prices of those securities returned to their pre-


crash levels.  By the end of the day, major futures and equities indices recovered to close at 


losses of about 3% from the prior day. 


 


The joint report from the staff of the Securities and Exchange Commission (SEC) and the 


Commodity Futures Trading Commission (CFTC) on these events described the issues raised 


as follows: 


 


 That under stressed market conditions, the interaction between automated execution 


programs and algorithmic trading strategies can quickly erode liquidity and result in 


disorderly markets. High trading volume is not necessarily a reliable indicator of 


market liquidity, especially in times of significant volatility. 


 


 May 6 was an important reminder of the inter-connectedness of derivatives and 


securities markets, particularly with respect to index products. The nature of the cross-


market trading activity and the continuing convergence between the securities and 


derivatives markets were confirmed, and hence the need for a harmonized regulatory 


approach that takes into account cross-market issues. Among other potential areas to 


address in this regard is the consideration of recalibrating the existing market-wide 


circuit breakers that apply across all equity trading venues and the futures markets. 


 


 Many trading venues employ their own versions of a trading pause – either generally 


or in particular products – based on different combinations of market signals.  Pausing 


a market can be an effective way of providing time for market participants to reassess 


their strategies, for algorithms‟ parameters to be reset, and for an orderly market to be 


re-established.  This calls for a reflection on circuit breakers or other mechanisms to 


restrict trading such as limits up/down
14


 that it may be appropriate for trading venues 


to have in place.  This issue is discussed further in Chapter 5 and Annex 5 of this 


Report. 
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The events of May 6 have clearly shown that, in a context of deteriorating market conditions a 


shock in one market can trigger destabilizing effects on the liquidity and price formation 


processes of related markets.  This clearly threatens both the integrity and the efficiency of the 


markets. Further academic research has also suggested that the presence of high frequency 


traders may have exacerbated volatility during these events.
15


  Nevertheless it is also 


important to remember that the events of May 6 occurred within a specific market structure.  


The US markets have a strong degree of inter-linkage.  Due to this interconnectedness shocks 


in one market are likely to quickly pass on to other markets.  Other market regions do not 


show the same degree of interconnectedness. 


 


However, risks to market integrity and efficiency do not have to arise solely from a major 


shock such as the flash crash.  Regulators are cognisant of the possibility that the ongoing 


development of algorithmic trading and HFT may deteriorate investors‟ confidence in the 


efficiency and integrity of the market and, possibly, reduce traditional market participants‟ 


willingness to trade.  For instance, the use of sophisticated low-latency algorithmic trading 


techniques may prompt less sophisticated traders to withdraw from the market as a result of 


their fear of being gamed by low latency firms that use faster technology.   


 


Some anecdotal evidence presented to IOSCO suggests this may be particularly true of some 


traditional institutional investors, who, as fundamental investors, are supposed to base their 


trading decisions on the perceived fundamental value of securities.  If such participants 


withdraw, reflecting a loss of faith in the integrity of the market, the information content of 


public market prices, may be altered as a knock-on effect.  This may potentially result in a 


less efficient price formation process and possibly cause others to reduce their participation. 


 


Some respondents to the Consultation Report
16


 were of the opinion that the decrease in 


average trade size on pre-trade transparent or lit markets may in part be associated with the 


emergence of algorithmic trading and HFT.  This decrease in average trade size may lead 


some investors to withdraw from those markets to seek alternative sources of liquidity on dark 


execution venues, which may also potentially result in a less efficient price formation process 


on lit markets. 


                                                 
15


 See Andrei Kirilenko, Albert S. Kyle, Mehrdad Samadi, and Tugkan Tuzun, “The Flash Crash: The 


Impact of High Frequency Trading on an Electronic Market”, working paper, 2010. 


16
 e.g. European Fund and Asset Management Association (EFAMA); Association Française de la Gestion 


Financieres (AMAFI), Bundesverband Investment und Asset Management(BVI). 


 


 Market participants‟ uncertainty about when/whether trades will be broken can affect 


their trading strategies and willingness to provide liquidity. Therefore, clarifying 


procedures for breaking erroneous trades, using more objective standards, has to be 


part of the regulatory reflection/work. 


 


 Having a complete picture of the markets upon which decisions to trade can be based 


in today‟s world of fully-automated trading strategies and systems is important. This is 


further complicated by the sheer volume of quotes, orders, and trades produced each 


second, and uncertainty about, or delays in, market data. Therefore, the standard for 


robust, accessible, timely and aggregated market data has to be set high. Accordingly, 


another area of regulatory concern is with respect to the integrity and reliability of 


trading venues‟ data processing, especially the publication of trades and quotes to 


consolidated market data feeds. 
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The increased messaging that has come with extensive use of algorithms raises costs for many 


participants, including marketplaces, vendors and regulators.  This is especially true with 


respect to HFT and is discussed in more detail below. In addition, algorithmic trading, like all 


electronic trading, results in the need for changes to the way regulators monitor trading.  


Increased algorithmic trading has increased the complexity of surveillance for competent 


authorities.  Having sophisticated systems or algorithms that monitor trading and detect 


patterns is a necessity in this environment of high speed and complex trading in order to 


maintain market integrity and confidence. 


 


As HFT is a relatively new area of interest to IOSCO, it is not a topic on which IOSCO has 


previously consulted and Chapter 4 of this Final Report is specifically dedicated to it. 


 


(b) Market fragmentation and dark liquidity 


 


The rapid pace of technological progress and regulatory changes in many jurisdictions have 


resulted in increased competition, in particular between trading venues.  This has yielded a 


number of benefits, among which are lower trading fees per transaction and enhanced 


potential for innovation as venue operators aim to compete to attract liquidity.  As part of this, 


though, competition has also led to fragmentation of markets, both in terms of liquidity and 


information. T his has meant that, in many jurisdictions, the search for best price by market 


participants (including in the context of providing investors with best possible execution) now 


involves the consideration of multiple sources of liquidity and possibly increased search costs. 


 


These sources of liquidity include exchanges and non-exchange trading venues, such as 


alternative trading systems (ATS) in the United States and Canada, multilateral trading 


facilities (MTFs) in Europe, and brokers‟ internal crossing networks (which are not ordinarily 


regulated as trading venues) as well as lit and dark liquidity.  As a result equity markets, for 


which on-exchange trading was prominent, have become more fragmented and, in some 


instances, less transparent.  With the further development of multiple trading venues, liquidity 


in a particular share is often split amongst different pools of liquidity that operate with or 


without pre-trade transparency.  The full benefits of post trade transparency may also be 


undermined in some countries by the costs and complexity of market data consolidation. 


 


Trading venues continue to develop new and innovative trading functionalities to attract and 


maintain order flow.  The use of dark liquidity for the trading of equities and the development 


of so-called dark pools
17


 and dark orders has increased.  This includes the emergence of 


price-referencing venues, where participants enter orders accepting that the price of any 


consequent trade will be based on a suitable
18


 reference price derived from another 


transparent market such as an exchange.  It also includes the use on otherwise transparent 


order books of orders that are not visible (for instance, orders that are allowed to be hidden on 


account of being large in scale). 


 


                                                 
17


 See Principles for Dark Liquidity, IOSCO, May 2011, fn 10 defined a dark pool for purposes of that 


report as referring to “any pool of liquidity that can be accessed electronically and provides no pre-trade 


transparency regarding the orders that are received by (i.e., reside in) the pool.”  For convenience, 


markets that provide pre-trade transparency may be referred to generally as lit markets. 


18
 For example, in the European context, MiFID requires that “…the price is determined in accordance 


with a reference price generated by another system, where that reference price is widely published and 


is regarded generally by market participants as a reliable reference price”. 
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Non-transparent pools of liquidity in equities markets are not a new phenomenon.  Traders 


have always sought ways to preserve anonymity and execute orders with minimal market 


impact.  Dark liquidity has long existed, for example, in the form of orders being held by 


upstairs trading desks and liquidity offered by firms that internalise their order flow.  What is 


new is the degree of automation of trading in dark pools and dark orders on equity trading 


venues, and the widespread availability of their use.  The benefits of using dark order types 


were fewer in the past because manual handling of orders, typically by a specialist or market 


maker, was necessary to trade.  In recent years, the handling of dark liquidity has been made 


more efficient due to the use of new technology and trading models.  This has resulted in, 


among other trends, significant growth in the number of dark pools and dark order types, and 


raised issues of regulatory concern that are discussed below. 


 


The regulatory focus on dark trading has also brought indications of interest (IOIs) to the fore 


in some jurisdictions.  IOIs are messages that express a party‟s interest in undertaking a trade.  


Two types of IOIs may be distinguished.  On the one hand, there are IOIs posted by 


intermediaries on data dissemination systems or exchanged with another intermediary without 


any indication of price or quantity.  The other occurs when there are actionable IOIs that are 


sent from a dark trading venue, dealer internalization system or network to a subset of 


participants in order to communicate the existence of an immediately executable order.  These 


are used with the aim of avoiding information leakage while maximising the opportunity of 


finding a counterparty.  It is unclear to what extent the use of IOIs has increased or changed in 


recent years as the technological means of communicating them have increased. 


 


The use of actionable IOIs raises regulatory issues in terms of fairness – i.e. the extent to 


which it is fair that some members of a platform should have information that others do not.  


An IOI gives the recipient information about trading opportunities not possessed by the public 


which disadvantages those participants that do not receive the information.  It also challenges 


the general principle of pre-trade transparency established by IOSCO in its Report on 


Principles for Dark Liquidity.  In Europe, the European Commission in its consultation on the 


MiFID Review clarifies that “actionable IOIs”, which are those that have all the elements 


necessary for a transaction to take place, should be considered as orders and, as such, be 


subject to full pre-trade transparency requirements -  i.e. they should be visible to everyone or 


to no one.  This is also the position taken by the Canadian Securities Administrators in their 


recent amendments to the regulatory framework for ATSs and exchanges
19


.  The U.S. SEC 


has proposed (in November 2009) to amend the quoting requirements of the Securities 


Exchange Act of 1934 (the Exchange Act) to apply expressly to actionable IOIs
20


. 


 


Market fragmentation and the presence of dark liquidity may raise concerns around 


transparency and the efficiency of the price formation process.  For example, competition 


between trading venues leads naturally to fragmentation of market data as each venue 


separately publishes the trades that take place on its systems.  Whilst consolidation services 


exist to integrate the separate data streams, there is a risk that in some jurisdictions some 


                                                 
19


 See Proposed Amendments to National Instrument 21-101 Marketplace Operation and National 


Instrument 23-101 Trading Rules (Request for Comments) available at 


http://www.osc.gov.on.ca/en/SecuritiesLaw_rule_20110318_21-101_rfc-notice-proposed-


amendments.htm. 


20
 The SEC is proposing to amend the definition of “bid” or “offer” in Rule 600(b) (8) of Regulation 


NMS.  “Bid” and “offer” are key terms that determine the scope of the two primary rules that specify 


the types of trading interest that must be included in the consolidated quotation data: Rule 602 of 


Regulation NMS and Rule 301(b)(3) of Regulation ATS. 



http://www.osc.gov.on.ca/en/SecuritiesLaw_rule_20110318_21-101_rfc-notice-proposed-amendments.htm

http://www.osc.gov.on.ca/en/SecuritiesLaw_rule_20110318_21-101_rfc-notice-proposed-amendments.htm
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market participants are unable to afford such services and/or the data itself, potentially 


affecting the price discovery process for these participants.  Similarly, the ability to trade on a 


dark basis may lead to a less efficient price formation process if the level of trading that 


remains lit is not sufficient to establish a market price that accurately reflects the totality of 


buyer and seller interest.  


 


In its 2011 Report on Principles for Dark Liquidity, IOSCO identifies a number of issues 


surrounding the use of dark pools and dark orders in transparent market that relate to: 


 


 the impact on the price discovery process where there is a substantial number of dark 


orders and/or orders submitted into dark pools which may or may not be published; 


 


 the impact of potential fragmentation on information and liquidity searches; and 


 


 the impact on market integrity due to possible differences in access to markets and 


information. 


 


Where precisely the line lies between a sufficient level of lit trading to maintain efficient price 


formation and that which would be insufficient is unclear and may differ by instrument.  This, 


and the costs associated with obtaining a clear overall picture of the markets, are areas for 


regulators to explore further. 


 


(c) Direct Electronic Access 


 


As the way in which exchanges and other markets operate has evolved, so too has the means 


of access to these markets.  In modern markets, trading venues are overwhelmingly electronic.  


This has allowed services to emerge through which a trading venue‟s member firms are able 


to offer direct trading connectivity between the venue and the firms‟ clients.  It has also 


allowed for non-intermediaries to gain direct access to markets. Such arrangements are known 


as direct electronic access (DEA).  


 


There is general agreement that DEA falls into two key categories: intermediated and non-


intermediated.  


 


Intermediated DEA generally refers to: 


 


(i) customers being given direct access to the market through a registered 


intermediary‟s system/infrastructure, i.e. automated order routing; or 


 


(ii) customers of an intermediary being given direct access to the market without going 


through the intermediary‟s system/infrastructure, i.e., sponsored access. 


 


However, in either case, the order is sent to the market as the intermediary‟s order, i.e., using 


the intermediary‟s trading ID (aka mnemonic).  The intermediary therefore retains full 


responsibility for the order. 


 


The term naked sponsored access refers generally to the practise whereby an intermediary 


allows a client to access the market directly using the intermediary‟s access rights and 


identifier, but does not require the application of appropriate pre-trade controls to that client. 
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Non-intermediated direct access generally refers to markets in certain jurisdictions that are 


permitted to provide direct access to non-intermediaries (i.e., parties other than registered 


brokerage firms), as market-members and in that capacity connecting directly to the market, 


without routing orders through an intermediary‟s infrastructure. 


 


IOSCO‟s work on DEA that culminated in 2010 identified a number of risks posed to market 


integrity: 


 


 the potential, without proper controls, for a customer to intentionally or 


unintentionally cause a market disruption; 


 


 an increased risk of non-compliance with market rules, especially where those that 


directly access markets are not familiar with regulatory requirements; 


 


 credit risk, whereby an intermediary will be held financially responsible for trades that 


are beyond its available financial resources; 


 


 a lack of information to the intermediary from the market and/or the clearing house 


regarding the trading by the DEA customer; 


 


 a lack of understanding on the part of intermediaries of the programming in the 


algorithms used by DEA customers, and 


 


 whether differences in latency arising from different means of connecting to trading 


systems and locating trading systems close to exchange servers (i.e., so-called 


co-location, discussed further below) raise any concerns that should be addressed by 


means other than disclosure and equitable access as provided for in IOSCO’s 


Principles for the Oversight of Screen-Based Trading Systems
21


. 


 


These risks were broadly addressed by the principles IOSCO established in its August 2010 


report, as discussed below. 


 


(d) Co-location 


 


Co-location services exist to house trading systems used by market participants (and 


potentially other parties, such as data vendors) in a location close to trading venue servers.  


Such services are generally provided by a trading venue, whether within its data centre or in a 


location of close physical proximity.  By providing co-located firms with the shortest 


available physical distance to the trading venue‟s systems, co-location offers the advantage of 


extremely low latency, an essential ingredient in certain trading strategies typically used by 


high frequency traders and other firms wanting high speed access to the markets.  Trading 


platforms seeking to attract this type of business, which may generate large transaction 


volumes (and, more generally, to attract market participants who want extremely low latency), 


have a commercial interest in offering this service.  Its provision has increased considerably in 


recent years, in part with the building of sometimes massive out-of-town data centres. 
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 Principles for the Oversight of Screen-Based Trading Systems, Report of the Technical Committee of 


IOSCO, June 1990, available at http://www.iosco.org/library/pubdocs/pdf/IOSCOPD4.pdf and 


Principles for the Oversight of Screen-Based Trading Systems for Derivative Products-Review and 


Additions, Report of the Technical Committee of IOSCO, October 2000, at p. 5, section III, Part 1, 


available at http://www.iosco.org/library/pubdocs/pdf/IOSCOPD111.pdf.. 



http://www.iosco.org/library/pubdocs/pdf/IOSCOPD4.pdf

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD111.pdf
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Co-location raises issues related to potential distortion of competition between market 


members, equal access to the market and the cost of such services.  These issues could be 


especially relevant if access to co-location services is limited in the short-run by the physical 


limit of spare capacity.  In particular, the fact that some participants may receive information 


on order book trading interest and executions sooner than others and have their orders entered 


in the trading system more rapidly may raise questions regarding the fairness and integrity of 


the markets.  During discussions with industry participants, including trading venues, some 


have argued that competition is not materially distorted, as long as any market participant 


wishing to obtain co-location space can do so on fair terms that apply to all, and that 


prohibiting co-location would also give rise to other forms of inequity.  Similarly, some have 


noted that, with participants‟ own data centres located at varying distances from those of their 


trading venues, there will always be differences in latency between participants.  The offering 


and use of co-location services raises potential issues with regard to the costs associated with 


accessing markets and liquidity. 


 


(e) Tick sizes 


 


A tick is the minimum price movement by which an instrument‟s price can move.  It can 


range from as much as a hundred euros to a fraction of a cent.  The tick will usually depend 


on the price and/or liquidity of the instrument, such that those with low price and high 


liquidity will tend to have a lower tick size.  Tick sizes are determined by regulation in some 


jurisdictions, and left to market forces in others (i.e. trading venues determine the minimum 


tick on an instrument-by-instrument basis).  There is a sizeable body of literature on optimal 


tick sizes, with authors reaching different conclusions. There is no universally acknowledged 


method for determining optimal tick size. 


 


In Europe for example, the market fragmentation and competition discussed above resulted in 


trading venue operators engaging in a race to reduce tick sizes until the signature in July 2009 


of an agreement through which tick sizes were harmonised for the most liquid securities.  


However, the stability of this agreement may be challenged by competitive motives as it is an 


industry self regulation measure.  Exchanges may have the tendency to reduce tick sizes to 


compete with dark pools, which using midpoint execution to match orders
22


 pose competitive 


pressures to exchanges that adopt large tick sizes. 


 


Lower tick sizes can benefit retail investors by increasing competition, tightening spreads and 


lowering trading costs.  On the other hand, lower tick sizes can also result in less size on the 


inside quotations, greater incidence of flickering quotes, and greater difficulty in executing 


large sized orders.  Concerns were also expressed at IOSCO‟s panels that smaller tick sizes 


may inappropriately encourage HFT firms to submit orders that are then cancelled prior to 


execution.  Competitive lowering of tick sizes, where this is permitted, in order to attract 


trading volumes from HFT firms may ultimately affect the price formation process on pre-


trade transparent markets.  Strategies based on the systematic introduction, amendment or 


cancellation of orders are made less attractive by larger tick sizes, which restore the central 


role of time priority of order, as it becomes harder to step in front of another, older order by 


offering a fractionally better price.  When tick sizes are too small, orders are scattered across a 


large spectrum of price limits, so that there is no incentive for sophisticated traders to unveil 


their trading intentions and interests in due time.  Some argue that lowering tick sizes would 


                                                 
22


 Midpoint matching refers to buy and sell orders being matched at the midpoint of the best bid and offer 


prices on the given reference market. 
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also lessen the importance afforded to time priority and, consequently, lessen the appeal of 


posting limit orders. 


 


(f) Fee structures 


 


Competition between trading venues is reflected in both the structure and the level of fees 


they charge their members.  The main approaches in use at trading venues today include 


graduated pricing (i.e. lower fees being charged for higher volumes of business), differential 


pricing depending on the nature of the order (proprietary versus client account), and 


„maker/taker‟ pricing (through which a participant will be charged a lower fee for posting an 


order that does not immediately execute – thereby contributing to the liquidity in the market – 


than a participant that enters an order that takes liquidity by instantly trading).  Importantly, 


the competition in the market means that fee structures are commonly more complex and 


more frequently reviewed and revised than was the case in the past.  The fee structures in 


place may have changed market behaviours.  Currently, public sector regulators in some 


jurisdictions regulate trading venues‟ fee structures, but this is not universally the case. 


 


Some types of fee structures may raise questions in terms of the risk of distorting the price 


formation process.  For instance, maker/taker structures can lead to trading strategies aimed at 


optimising rebates received for providing liquidity versus fees paid for taking it, rather than 


focusing on the level of the given instrument‟s price.  Fee structures should not result in 


inappropriate discrimination between members or lead to an overt bias in trading methods.  


Other regulatory concerns include: the degree to which these structures influence the decision 


to connect to a particular trading venue; the need for and relevance of publication of fee 


schedules; and the role that markets authorities should play in this area.  Further analysis may 


be justified with respect to the fairness and impact of fee structures currently used by trading 


venues. 


 


The technological and market developments discussed in this chapter gave rise to a number of 


questions that the Technical Committee posed in the Consultation Report.  As noted above, a 


Feedback Statement to the Consultation Report is included in this Final Report at Annex 1. 
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Chapter 4 High Frequency Trading 


 
1. Background 


 


In the last few decades, the trading of securities has increasingly been carried out in an 


automated fashion.  Many markets have embraced the electronic order book as a fundamental 


functionality for their market models and abandoned human intermediated floor trading.  


Advances in computing power, communication technology and programming capability have 


offered new tools for investment decisions, trading execution and risk management. 


Technology is now as much part of the fabric of financial markets‟ microstructure as the 


regulatory framework.  It facilitates the execution of complex strategies and increases the 


speed of trading.  While competent authorities recognize the benefits associated with 


advancements in technology, the use and impact of automated and HFT certainly pose 


challenges and necessitate monitoring in order to identify and address risks for markets‟ 


efficiency and integrity. 


 


HFT is one of the key developments stemming from technological advances.  It can be traced 


back to as early as 2000 and is part of a long trend toward increasing trading automation.  


However, in the last few years it has become a quantitatively significant feature of modern 


financial markets. 


 


Factors other than technology and low latency access to the market have contributed to 


shaping market microstructure and to the emergence of HFT.  Extensive reforms to the 


regulatory framework
23


 in major financial markets aimed at promoting competition in trading 


services have also played an important role.  The changing structure of the exchange 


industry
24


 and the emergence of multiple execution venues are considered by many to have 


created a favourable environment for HFT.  In addition, the widespread use of the maker-


taker pricing model
25


 and lower tick sizes by execution venues have also provided incentives 


for some HFT firms.  It is hence important to bear in mind that technology is but one, albeit 


important, driver in the shaping of modern equity and financial markets. 


 


Even though a number of competent authorities had already started examining automated 


trading and HFT, events like the Flash Crash of May 6, as described in the previous chapter, 


have certainly contributed to putting automated trading and specifically HFT at the top of the 


policy agenda.  The event sparked intense and conflicting interest and brought this complex 


                                                 
23


 In the USA, the Security and Exchange Commission introduced in the late 1990 a series of reforms 


which had a profound impact on the US equity market structure.  Regulation NMS (2005) was the last 


and most far reaching of these reforms and set up the regulatory framework that fostered competition 


among trading venues see at http://www.sec.gov/rules/final/34-51808.pdf.  In Europe the Markets in 


Financial Instruments Directive (MiFID), which came into force in November 2007, abolished the 


concentration rule, allowed the emergence of alternatives to traditional stock exchanges and similarly 


fostered competition.  In 2001, the Canadian Securities Administrators introduced the Marketplace 


Rules that allowed for competition and provided a regulatory framework for alternative trading systems.  


The Marketplace Rules also impose fair access requirements which cover areas such as fees charged 


and the offering of co-location services.  Recent amendments address indications of interest. 


24
 In the last fifteen years most major exchanges have abandoned their cooperative or public not-for-profit 


governance model to become publicly listed for-profit companies.  Many exchanges closed their trading 


floors and adopted fully electronic trading systems.  As a result, such exchanges have become very 


proactive in offering listing and trading services to a variety of stakeholders other than members. 


25
 The maker-taker model refers to a pricing model whereby the maker of liquidity, or passive order, is 


paid a rebate and the taker of liquidity, or aggressive order, is charged a fee. 



http://www.sec.gov/rules/final/34-51808.pdf
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topic to the attention of an audience beyond market participants, regulators and academics.  


The importance of HFT to policymakers is reflected in the number of initiatives, consultations 


and proposals recently put forward by competent authorities: 


 


 In January 2010 the Securities and Exchange Commission (SEC) published a concept 


release
26


 on the structure of the US equity markets. Among other things, the document 


solicited comment on the impact of strategies employed by HFT on markets‟ quality 


and integrity.  On May 11, 2010, the SEC and CFTC created a joint advisory 


committee with the aim of providing advice on emerging regulatory issues.
27


  In 


February 2011, the advisory committee released a report containing recommendations 


regarding regulatory responses to the market events of May 6, 2010
28


; 


 


 In Europe, the Committee of European Securities Regulators (now the European 


Securities and Markets Authority, ESMA) issued a call for evidence
29


 in April 2010 


on micro-structural issues in the European equity markets, including HFT.  Following 


this, the European Commission‟s MiFID Review consultation document of December 


2010 put forward a number of regulatory proposals on automated trading and HFT
30


.  


On July 20, 2011, ESMA published a Consultative Paper on Guidelines on Systems 


and Controls in a Highly Automated Trading Environment for Trading Platforms, 


Investment Firms and Competent Authorities
31


; 


 


 In India, the Securities and Exchange Board of India (SEBI) set up a Technology 


Advisory Committee in March 2010 to advise on issues relating to HFT, co-location 


and security issues related to internet based trading; 


 


 In November 2010 the Australian Securities and Investment Commission (ASIC) 


issued a consultation package
32


 on enhancing regulation of Australia‟s equity markets, 


including the introduction of competition between exchange markets and the benefits 


and challenges arising from HFT; 


 


                                                 
26


 Aside from high frequency trading, the concept release reviews other developments in the US market 


structure like non-displayed liquidity, market data linkages and order routing.  See Concept Release on 


Equity Market Structure available at http://www.sec.gov/rules/concept/2010/34-61358.pdf. 


27
 See SEC, CFTC Announce Creation Of Joint CFTC-SEC Advisory Committee On Emerging Regulatory 


Issues May 11, 2010, available at http://www.sec.gov/news/press/2010/2010-75.htm. 


28
 See Recommendations Regarding Regulatory Responses to the Market Events of May 6, 2010, available 


at http://www.sec.gov/spotlight/sec-cftcjointcommittee/021811-report.pdf. 


29
 The document also covers developments in market microstructure like sponsored access, co-location 


services, fee structures, tick sizes and indication of interest.  See Micro-structural issues of the 


European equity markets, CESR 1 April 2010, available at 


http://www.esma.europa.eu/data/document/10_142.pdf. 


30
 In November 2010, the UK Treasury established a new research project to explore how computer-


generated trading may evolve in the future. 


31
 See ESMA/2011/224 Consultation Paper Guidelines on systems and controls in a highly automated 


trading environment for trading platforms, investment firms and competent authorites,20 July 2011, 


available at http://www.esma.europa.eu/popup2.php?id=7675.  


32
 See CP145 Australian equity market structure: Proposals, ASIC, 4 November 2010, available at 


http://www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/cp-145.pdf/$file/cp-145.pdf. 



http://www.sec.gov/rules/concept/2010/34-61358.pdf

http://www.sec.gov/news/press/2010/2010-75.htm

http://www.sec.gov/spotlight/sec-cftcjointcommittee/021811-report.pdf

http://www.esma.europa.eu/data/document/10_142.pdf

http://www.esma.europa.eu/popup2.php?id=7675

http://www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/cp-145.pdf/$file/cp-145.pdf
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 In April 2011, Canadian Securities Administrators (CSA) published a rule for 


comment focussing on the risks associated with automated trading and DEA, 


including HFT
33


; 


 


 And as noted above IOSCO, in order to fulfil its mandate, organised a series of panels 


with the purpose of collecting evidence from a number of leading market participants 


and scholars in market microstructure. 


 


These are just a handful of the initiatives that have been undertaken. 


 


2. Characteristics 


 


Defining HFT is difficult and there is no single agreed definition.  Determining a precise 


definition may not even be practical for regulatory purposes as it could easily become 


obsolete or the object of regulatory arbitrage as HFT may be used in different ways across 


various markets and asset classes.  An additional complexity in seeking to define HFT is that 


it encompasses many players, different organizational and legal arrangements and, most 


importantly, a wide number of diverse strategies. 


 


HFT is frequently equated to algorithmic trading.  However, whilst HFT is a type of 


algorithmic trading, not all forms of algorithmic trading can be described as high frequency.  


Algorithmic trading predates HFT and has been extensively used as a tool to determine some 


or all aspects of trade execution like timing, price, quantity and venue.  Algorithmic trading is 


used by many intermediaries for their own proprietary trading or offered to their clients and 


has also become a standard feature in many buy-side firms, mainly with the purpose of 


devising execution strategies that minimise price impact or to rebalance large portfolios of 


securities as market conditions change. 


 


A number of common features and trading characteristics related to HFT can be identified.  


 


 It involves the use of sophisticated technological tools for pursuing a number of 


different strategies, ranging from market making to arbitrage; 


 


 It is a highly quantitative tool that employs algorithms along the whole investment 


chain: analysis of market data, deployment of appropriate trading strategies, 


minimisation of trading costs and execution of trades; 


 


 It is characterized by a high daily portfolio turnover and order to trade ratio (i.e. a 


large number of orders are cancelled in comparison to trades executed); 


 


 It usually involves flat or near flat positions at the end of the trading day, meaning that 


little or no risk is carried overnight, with obvious savings on the cost of capital 


                                                 
33


 Proposed National Instrument 23-103 Electronic Trading and Direct Electronic Access to 


Marketplaces, requires, among other things, that all market participants that access markets have risk 


management and supervisory controls, policies and procedures to ensure that the risks associated with 


electronic trading are appropriately prevented or managed.  See Electronic Trading and Direct 


Electronic Access to Marketplaces, OSC, 8 April 2011, available at 


http://www.osc.gov.on.ca/en/SecuritiesLaw_ni_20110408_23-103_pro-electronic-trading.htm and 


http://www.lautorite.qc.ca/files//pdf/consultations/valeurs-mobilieres/2011avril08-23-103-cons-fr.pdf. 



http://www.osc.gov.on.ca/en/SecuritiesLaw_ni_20110408_23-103_pro-electronic-trading.htm

http://www.lautorite.qc.ca/files/pdf/consultations/valeurs-mobilieres/2011avril08-23-103-cons-fr.pdf
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associated with margined positions. Positions are often held for as little as seconds or 


even fractions of a second; 


 


 It is mostly employed by proprietary trading firms or desks; and 


 


 It is latency sensitive.  The implementation and execution of successful high frequency 


trading strategies depend crucially on the ability to be faster than competitors and to 


take advantage of services such as DEA and co-location. 


 


HFT is hence a very quantitative trading form.  It draws from the latest advances in statistical 


and econometric techniques and employs state of the art computer and communication 


systems.  Algorithms are used to interpret signals from the market and automatically 


implement trading strategies that involve round-trip trades that last for just seconds or even 


milliseconds.  HFT firms profit mostly from small price changes and by small but frequent 


trades executed.  The strong focus on speed of execution and portfolio turnover are probably 


the key characteristics that distinguish HFT from other types of algorithmic trading. 


 


A precise quantitative assessment of the importance of HFT in modern financial markets is 


challenging.  This is partly a reflection of the complexity of defining precisely what HFT is.  


The structure of trading flows further complicates the task: most major intermediaries have 


trading desks that adopt strategies involving HFT alongside traditional proprietary trading.  


Similarly, some HFT firms access the market through DEA arrangements provided by 


members firms.  To isolate the HFT trading from the rest of the member‟s trading flow is 


extremely difficult.  Current estimates of HFT are provided by the private sector through 


surveys and by a handful of academic studies.  This lack of precise data on trades and orders 


complicates the markets authority‟s task in identifying and addressing issues raised by HFT. 


 


HFT has different degrees of adoption across markets.  Robust market infrastructures (i.e. 


trading and communication systems), liquid and transparent markets, particular pricing 


schemes (like the maker-taker model) and small tick sizes are usually positively correlated 


with HFT.  According to estimates from the Tabb Group
34


, HFT accounted for around 56% of 


US equity trading in 2010, up from 21% in 2005
35


. 


 


Europe shows a similar upward trend and, while starting from just 9% in 2007, HFT already 


accounts for as much as 38% of equity trading as of 2010.  Figures for the first quarter of 


2010 provided by Regulated Markets and MTFs in the responses to CESR‟s call for evidence 


are broadly consistent with the above estimates showing a market share in the range of 25%-


35%.  It is believed that the lower share of trading in Europe partly reflects the fragmentation 


in post-trade services, as clearing and settlement act, at least for equities, as a cost barrier to 


further growth. 


 


Figures for major Asia-Pacific markets, according to Tabb, show a lower share of trading 


compared to both the USA and Europe, with HFT representing 10%-30% of trading in 2010.  


                                                 
34


 See Tabb reports “European Equity Trading 2010: Maneuvering in the Market” (October 2010) and 


“Next-Generation Algorithms: High Frequency for Long Only” (December 2010). 


35
 Given the large number of orders per trade, HFT presence according to different measures could even 


be greater than these figures suggest. The Netherlands Authority for the Financial Markets produced 


High frequency trading:  The application of advanced trading technology in the European marketplace, 


2010, available at  http://www.afm.nl/layouts/afm/default.aspx~/media/files/rapport/2010/hft-report-


engels.ashx.  



http://www.afm.nl/layouts/afm/default.aspx~/media/files/rapport/2010/hft-report-engels.ashx

http://www.afm.nl/layouts/afm/default.aspx~/media/files/rapport/2010/hft-report-engels.ashx
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However, as these markets are undergoing the same developments as witnessed in western 


countries (such as the introduction of faster trading and connectivity systems and the 


emergence of alternative trading venues) it is reasonable to expect that the proportion of HFT 


trading will increase to levels more like those observed in the US and EU.  


 


HFT also shows different degrees of adoption across asset classes, much depending on the 


degree of liquidity of the instrument and the development of the trading and post-trading 


market infrastructure.  Initially used for the trading of more liquid stocks, the equity market 


remains the one where HFT account for the strongest share of traded volume.  Other 


important asset classes where HFT plays a relevant role are exchange traded funds, exchange 


traded derivatives, fixed income securities (e.g. US Treasuries) and major currencies. 


 


Although the number of firms specialised in HFT can be substantial, a small number of 


companies account for a large share of traded volumes.  Anecdotal evidence collected by 


IOSCO through discussions with the industry suggests that a process of consolidation is 


taking place as the industry matures and the competitive environment offers fewer new 


opportunities. 


 


3. Strategies Employed 


 


HFT is not a single strategy but it is rather a set of technological arrangements and tools 


employed in a wide number of strategies, each one having a different market impact and 


hence raising different regulatory issues.  This interpretation was strongly supported by 


market participants during all the panel hearings held by IOSCO and by respondents to the 


Consultation Report.  Many of the strategies that involve HFT are not new to financial 


markets.  What is new is the extent by which these strategies can be pursued using automated 


trading in general and HFT in particular.  Most strategies profit from very small price changes 


and rapid turnover of capital.  It is almost impossible, however, to develop an exhaustive list 


of all strategies.  It is instead useful to group the most widely used strategies into three broad 


categories: market making, arbitrage and directional. 


 


(a) Market making 


 


A market making strategy involves continuously posting passive limit orders on both sides of 


the order book in order to offer liquidity to other market participants and, in this way, earning 


the spread.  Profitability is enhanced by the fact that many trading centres apply the maker-


taker fee structure.  This strategy is often called market making but to do so may be 


inappropriate.  Some HFT firms register with the trading venues on which they are members 


to meet the ongoing obligations associated with being an official market maker.  However, 


this is often not the case: HFT firms may act instead as informal liquidity providers, avoiding 


prescribed market making obligations but also failing to gain at least some of the benefits 


enjoyed by traditional market makers.  By looking at traded volumes, HFT firms have become 


significant participants in the liquidity and price formation process in many markets and 


instruments and, even when acting informally in this role, have partly replaced traditional 


market makers.  Low latency is of the utmost importance for this strategy since providing 


liquidity might involve holding a risky inventory position on an instrument for some time.  


Market risk is minimized by rapidly adjusting posted quotes to reflect the arrival of new 


information or to adjust inventory.  As a consequence, the ratio of orders to trades and the 


number of cancelled orders are very high in this strategy. 


 


 







 


25 


 


(b) Arbitrage Strategies 


 


Arbitrage strategies take advantage of pricing discrepancies and may involve pure arbitrage 


between the same instruments traded across different trading venues (e.g. the same stock 


traded at an exchange and an ATS/MTF), between an index and the underlying basket of 


securities, or between related instruments (e.g. a security and an associated derivative).  Other 


forms of arbitrage look at statistical deviations from long term, historical statistical 


relationships (e.g. correlations) among securities.  Assuming reversion to the mean, 


significant deviations from these relationships offer profitable trading opportunities.  


Arbitrage strategies tend to improve price efficiency by eliminating inconsistencies between 


prices.  They also tend to consume rather than provide liquidity to the market, as the short-


lived nature of arbitrage opportunities makes rapid execution of trades critical. 


 


(c) Directional Strategies 


 


Directional strategies, including event strategies, involve un-hedged positions being carried 


for some (albeit often short) period of time, in anticipation of small but lasting intra-day price 


changes.  Based on past patterns, HFT firms estimate expected price changes triggered by the 


release of macroeconomic news, corporate announcements or industry reports with a 


significant impact on market prices.  As past events generate recognizable and statistically 


robust patterns, HFT firms estimate expected price responses to anticipated events.  Another 


directional strategy is a liquidity detection strategy which involves a firm searching for hidden 


demand for liquidity in the market.  Undisclosed demand is liquidity that is not reflected in 


the order book and in the market price.  The strategy profits by moving the price against large 


hidden buying or selling interest. 


 


4. Observed Impact of High Frequency Trading on Markets  


 


The empirical evidence on the impact of HFT on markets is still scarce due both to a limited 


availability of appropriate datasets and to the empirical and theoretical difficulties raised by 


the exercise.  The academic literature has so far mainly focused on some measures of 


liquidity, price discovery and volatility rather than on risks to the integrity of markets as a 


whole.  An analysis of the effect of HFT activity on markets faces two problems.  Firstly, 


disentangling the impact of HFT from other factors is very complicated as the trading 


environment is highly dynamic and other forces, such as competition and structural changes, 


are continuously at play.  Indeed, the ongoing emergence of HFT has coincided with a period 


of high market turbulence, regulatory reforms and regulatory actions.
36


  Secondly, and as 


outlined above, HFT is employed in many different strategies, each potentially having 


different impacts on the markets.  These issues call for caution to be exercised in drawing firm 


conclusions from the existing body of research, and more is needed. 


 


Nevertheless, a growing body of academic and practitioner research has started to investigate 


HFT and algorithmic trading and it has produced preliminary and mixed results.  It is through 


this research and the information gathered by regulators, including via the Consultation 


Report, that the risks posed must be measured against the benefits produced.  This is done 


below, with regard to the impact of HFT on markets‟ efficiency.  


                                                 
36


 Between September 2008 (after the collapse of Lehman) and the first half of 2009 many financial 


regulators imposed bans on short selling. Some of the bans ruled out naked short sales (i.e. where the 


seller does not borrow the stock) while others also ruled out short sales where the seller manages to 


borrow the stock (i.e. covered short sales). 
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Regulatory reforms and technological developments fostered two relevant trends in equity 


markets in the last decade.  On one side the complexity of the equity markets has greatly 


increased.  The number of trading venues has multiplied (creating a fragmented marketplace) 


thus requiring that investors search several execution venues to find liquidity (which also 


requires them to develop the appropriate technological infrastructure).  The variety of 


different market models has also significantly increased, with the flourishing of new 


execution venues that meet different market participants‟ needs.  In many major markets, 


particularly in North America and Europe, liquidity and complexity is now spread across 


multiple venues to an unprecedented degree.  The rise in trading velocity may also have had 


consequences on the ability of some market participants to interpret market information, as 


evidenced by May 6 events.
37


 


 


On the other side a number of indicators point to an improvement in market quality.  Traded 


volumes have significantly increased (albeit average trade size has fallen substantially) even 


in the context of one of the most turbulent decades in the history of financial markets.  


Execution speed has fallen from seconds to as little as microseconds within ten years.  Some 


measures of liquidity have improved with implicit trading costs (like quoted bid-ask spreads) 


and explicit costs (e.g., trading fees per transaction) declining.  On the whole, and although 


May 6 events have shown some limits in the capacity of markets to absorb significant 


liquidity shocks, equity market liquidity has shown a significant degree of resilience in the 


context of turbulent markets and a severe financial crisis. 


 


High frequency trading and algorithmic trading have arguably played a significant role in the 


above developments and have taken advantage of the new trading environment.  Some 


empirical studies
38


 suggest that HFT has a positive impact on efficiency of the price discovery 


mechanism.  An important role identified as being performed by HFT firms is that they 


contribute to price across different trading venues - a function that is particularly important in 


a fragmented market environment.  HFT firms process new market information (including 


that which can be inferred from the dynamic of the order book) rapidly and embed it into their 


quotes and orders, changing market prices to reflect this new information as quickly as 


possible.  This meshes well with the operating model of many investment firms that employ 


HFT when acting on a proprietary basis.  Such firms do not employ research analysts but base 


their trading on market information and broader macroeconomic data. 


 


Liquidity is an important quality of an efficient market.  One possible definition of liquidity is 


“the ability to trade large size quickly, at a low cost, when you want
39


”.  It has several 


dimensions including instantaneous measures of implicit transaction costs (displayed and 


effective bid-ask spreads) and of quantities posted for trading (depth) and a time dimension 


                                                 
37


 Liquid markets are usually characterized by high turnover velocity and volumes.  The correlation of 


turnover velocity (which is roughly the ratio between traded volume and market capitalization) with 


liquidity might however not always hold under turbulent market conditions. As stated in the 


aforementioned joint CFTC-SEC Advisory Committee report (p. 13): “…the events of May 6 


demonstrated that even in a single market setting such as a futures market liquidity problems can arise 


from unexpected imbalances in the book of orders” FN 28 above. 


38
 See Jonathan A. Broogard “High Frequency Trading and its Impact on Market Quality”, unpublished 


PhD Thesis available at: http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1641387; and Hendershott, 


Jones and Menkveld “Does algorithmic trading improve liquidity?”, Journal of Finance. 


39
 See Larry Harris, “Trading and Exchanges”, Oxford University Press, 2002 



http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1641387
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(price resiliency and impact of trades).  Narrow bid-ask spreads, high turnover velocity
40


 and 


large and continuously displayed depth are all measures which have traditionally been 


positively correlated with liquid markets.  The operational model of HFT requires trading in 


markets that are already liquid enough to be able to quickly enter and exit from the market. 


This is a critical requirement for limiting their exposure to market risk.  


 


The available evidence fails to find a consistent and significant negative effect of HFT on 


liquidity
41


.  HFT traders are believed by some markets participants to supply significant 


liquidity in today‟s markets.  At the same time, the emergence of algorithmic and HFT trading 


occurred along with a significant decline in average trade sizes, with smaller orders posted at 


the best bid and offer prices.  As a consequence, investors with large orders to trade have 


sometimes found it hard to execute the trades on lit markets.  The ability of an institution to 


trade orders of large size using algorithms or otherwise could be impacted negatively by HFT.  


This issue should be analyzed by markets authorities.  However, the causality of how the 


change in average trade sizes has arisen is unclear.  It is hard to determine whether it is the 


operation of HFT that has changed the structure of trading or if it is the concurrent process of 


fragmentation resulting in participants dividing orders into smaller parcels (so-called child 


orders) and sending them to different venues for execution. 


 


The emergence of dark pools of liquidity may also have acted to attract some investors away 


from the public markets, especially if they find it difficult to trade in large sizes on these 


markets.  Moreover, the declining trend in tick sizes and the finer pricing to which this has 


given rise, as a natural consequence, has resulted in a distribution of liquidity across more 


prices.  It is finally questioned by some market participants whether HFT firms provide 


liquidity to the market on a consistent basis, i.e. whether they continue to do so during 


turbulent conditions and whether they withdraw from the market.  Further research and a 


more consolidated body of evidence are necessary to assess the real impact of HFT on 


liquidity.  While some HFT firms may act as market makers, they have no formal obligations 


as such, unless they have applied to a relevant trading venue for that status.  It has been 


questioned whether such obligations should be imposed on HFT firms regardless of whether 


they apply for a formal market making role.  This issue is discussed in greater detail in Annex 


1 to this report. 


 


Volatility is the tendency of prices to change suddenly and unexpectedly.  Volatility can be 


related to changes in the intrinsic value of a security (called fundamental or informed 


volatility) or can be related to transitory components, such as short term shifts in sentiment or 


levels of uncertainty.  Liquidity and volatility are closely related as more liquid markets are 
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 Liquid markets are usually characterized by high turnover velocity and volumes.  The correlation of 


turnover velocity (which is roughly the ratio between traded volume and market capitalization) with 


liquidity might not always hold under turbulent market conditions.  As stated in the cited joint CFTC-


SEC Advisory Committee report on the Flash Crash: “…the events of May 6 demonstrate, especially in 


times of significant volatility, high trading volume is not necessarily a reliable indicator of market 


liquidity”. 


41
 A notable exception is a study by Andrei Kirilenko, Albert S. Kyle, Mehrdad Samadi and Tugkan 


Tuzun titled “The Flash Crash: The Impact of High Frequency Trading on an Electronic Market”. 


Their report concluded that HFTs did not change their trading behavior during the Flash Crash.  On the 


three days prior to May 6, as well as specifically during the period when the prices are rapidly going 


down, the HFTs seem to exhibit the same trading behavior.  Namely, HFTs aggressively take liquidity 


from the market when prices were about to change and actively keep inventories near a target inventory 


level.  During the Flash Crash, the authors conclude that the trading behavior of HFTs appears to have 


exacerbated the downward move in prices. 







 


28 


 


better able to absorb transitory shocks.  HFT firms that engage in official market making on 


trading venues may help to curb intra-day transitory volatility by adding liquidity to both 


sides of the market.  The available empirical evidence is mixed and while some studies 


suggest
42


 that HFT tend to have a stabilizing effect on market volatility, at least during normal 


market conditions, others provide negative evidence on the impact of HFT on market 


volatility. 


 


5. Risks Posed to Market Integrity and Efficiency 


 


A holistic evaluation of the role played by HFT in modern markets requires the accurate 


identification of the risks and challenges posed by this new form of trading. It is useful to 


group the risks posed by HFT to the following: 


 


 the efficiency of markets; 


 


 the fairness and integrity of markets; and 


 


 the stability and resiliency of markets. 


 


(a) Risks to the Efficiency of Markets 


 


An issue raised by some market participants during IOSCO‟s panels and on a bilateral basis 


with regulators concerns the quality of the price discovery process in the context of a growing 


share of trading accounted for by HFT firms.  The very short term nature of many HFT 


strategies, coupled with high speed, high volume trading algorithms, might move the market 


prices away from fundamental values in the short term and impair the price discovery process 


that takes place on public and transparent markets
43


.  One market participant highlighted 


during the IOSCO panels that maker-taker fees further exacerbate this phenomenon by 


attracting unwanted trading behaviour; and this point was echoed in some responses to the 


Consultation Report.  In addition, as outlined above, the increased difficulty that may be 


experienced in trading in large size on lit markets that have substantial HFT participation may 


lead fundamental traders to reduce their participation in such markets and increase their use of 


dark execution venues.  This relates closely to the issue of adverse selection that is discussed 


further in the sub-section on “Risks to the Fairness and Integrity of Markets”, below.  In the 


Dark Liquidity Report, as part of the discussion of regulatory concerns, the Technical 


Committee identified the impact on the price discovery process where there are a substantial 


number of dark orders and/or orders submitted into dark pools which may or may not be 


published.  However, the limited empirical evidence available so far has not clearly identified 


negative effects of HFT on the efficiency of the price discovery process. 


 


A second concern regards the quality of liquidity provided by HFT firms.  The events 


surrounding the May 6 flash crash suggest that HFT firms, whilst not triggering the crash, 


rapidly withdrew from the markets as they began to move, thereby intensifying the liquidity 


crisis.  This effect was identified in the joint SEC-CFTC Advisory Committee report.  The 


main concern is that the fast and automatic operation of algorithms by HFT firms may 
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 See “High Frequency Trading and its Impact on Market Quality” Jonathan A. Brogaard, unpublished 


PhD Thesis fn 38. 


43
 Kirilenko et al noted that the trading behaviour of HFTs during the „flash crash‟ appears to have 


exacerbated the downward movement in prices, see fn 41. 
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increase transitory volatility in both normal and turbulent market conditions, for example 


through an error in the programming of an algorithm causing it to buy or sell heavily and 


unexpectedly.  Instances of such errors have certainly arisen.  The impact of this phenomenon 


might be amplified by the difficulty met by some investors in promptly interpreting the 


effective level of liquidity available in the market. 


 


(b) Risks to the Fairness and Integrity of Markets 


 


HFT firms invest heavily in technological infrastructure like computer and communication 


systems.  The development of successful algorithms also requires very skilled and expensive 


human resources.  Although the technological advantage might decline in the future as 


technology often becomes commoditised, a challenge posed by HFT is the need to understand 


whether HFT firms‟ superior trading capabilities result in an unfair advantage over other 


market participants such that the overall fairness and integrity of the market are put at risk.  In 


the case of HFT, it has been argued that this advantage arises due to the ability to assimilate 


market signals and execute trades faster than other market participants.  Some market 


participants commented to regulators that a loss of confidence in the fairness of markets may 


result in them reducing their participation in lit markets, or in shifting their trading into dark 


pools.  If this effect is indeed occurring on a significant scale, it may result in a growing 


concentration of trading (at least in the lit markets) amongst a relatively limited set of market 


participants
44


. 


 


Breaking down the above points, these concerns may be reflected in different ways.  One is 


whether access to technological infrastructures (including co-location facilities) by regulated 


entities is offered in a fair way.  In order to help ensure that the integrity of markets is 


preserved, it is necessary that access to technological infrastructures is offered in a transparent 


and non-discriminatory manner to all market participants, as discussed further below in 


Recommendation 1. 


 


Another concern expressed by an academic participating in the IOSCO panel sessions and in 


associated research
45


 is that the increasing scale and sophistication of trading systems may 


prompt a technological arms race through which the most sophisticated, high-speed 


algorithmic trading programs and co-location space at trading venues are purchased in order 


to maximize speed advantages by minimizing latency.  Maintaining trading parity in such a 


market structure would come at high expense, which many market participants may not be 


prepared or able to pay.  This can lead to a so-called adverse selection issue.
46


  Adverse 
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 Lee et al suggest that markets dominated by technical trend followers may experience higher incidences 


of extreme price shocks.  See B. Lee, S.F. Cheng & A. Koh, “An Analysis of Extreme Price Shocks and 


Illiquidity Among Systematic Trend Followers”, Working Paper, 2010. 


45
 Foucault, Thierry, Moinas, Sophie and Biais, Bruno, Equilibrium Algorithmic Trading (October 1, 


2010). International Conference of the French Finance Association (AFFI), May 2011, available at 


SSRN: http://ssrn.com/abstract=1834344.  This working paper provides a rationale for the presence of 


such effects. In substance, HFT requires fixed investment (hardware, programming, co-location) but 


generate profits from it.  To the extent that they bear adverse selection costs (a negative externality of 


HFT), slow (or high latency) traders have to invest in algorithmic trading capacities.  As a result, 


investment in HFT might be collectively too high compared to what would be 'socially optimal'. 


46
 Adverse selection generally refers to trading with the wrong counterparty, such as a more informed or 


otherwise „capable‟ trader.  That trader (in this case, he or she with the best technology, algorithms 


and/or co-location usage) may be highly active in the market when it is in his or her interest, using 


superior technology and speed to compete for trading opportunities, but may be quick to withdraw when 


the markets are most in need of liquidity. 



http://ssrn.com/abstract=1834344





 


30 


 


selection could in theory diminish the willingness of some fundamental investors to trade – 


for instance, because of differences in technology, buying opportunities may be less 


accessible to fundamental investors, leaving them with increased odds of losses.  


Alternatively, and as noted above, some
47


 are concerned that adverse selection may act to 


drive business away from the lit markets and towards the use of dark liquidity.  Others have 


argued that, in the end, technology helps to level the playing field between participants
48


 or 


that few maintain a trading advantage because participants make the necessary investments in 


technology (hence the so-called arms race).  From a regulatory perspective, there is a concern 


that some market participants could lose confidence in the market and thus be less willing to 


trade and less willing to display their trading interest.  This could result in less liquid markets 


and a compromised price formation process. 


 


Closely linked to this, a third and more specific concern is whether HFT enables the pursuit of 


some apparently non-abusive practices, such as searching for hidden liquidity and order 


anticipation, that results in harm to market quality and prejudices confidence in markets if 


undertaken on a large scale.  Large traders have always sought to conceal their trading 


intentions from other market participants in order to reduce market impact and being traded 


ahead.  In modern markets this entails the use of reserve orders as well as sophisticated 


algorithms and order management systems that slice a large order into smaller parts for 


execution on possibly multiple trading venues.  Some HFT firms employ very sophisticated 


systems that look at trading patterns consistent with the presence of significant hidden 


liquidity.  Once liquidity is found, a profitable strategy involves trading ahead of it in 


anticipation of how the price will be affected by it. 


 


The fourth concern is whether technological advantage offers HFT firms the possibility of 


engaging in abusive practices on a larger scale than would have previously been possible.  


Momentum ignition, quote-stuffing, spoofing and layering
49


 are some examples of existing 


trading practices which may have an abusive and manipulative purpose and that may benefit 


from the edge of HFT-style technology and the complex and fragmented nature of modern 


financial markets. 


 


During panel hearings, market participants did not present IOSCO with clear evidence of the 


systematic and widespread use of abusive practices by those engaging in HFT.  While there 


have been a number of successful prosecutions and other potentially abusive patterns are 


being scrutinized, globally, regulators cannot yet conclude whether the use of abusive trading 


practices is more or less widespread within the HFT community than within the traditional 


trading community.  However, the submission of large numbers of orders and trades across 


multiple venues poses significant challenges to competent authorities.  Many trading 


strategies used by HFT participants are so sophisticated that they raise an issue as to regulator 


have the necessary resources to conduct effective market surveillance.  It is critical that 


competent authorities‟ market surveillance capabilities keep pace with HFT, in terms of 
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 See the Consultation Report responses from the Investment Company Institute (ICI) and AMAFI. 


48
 See the Consultation Report response from the Futures Industry Association (FIA). 


49
 Momentum ignition: with this strategy, the proprietary firm may initiate a series of orders and trades 


(along with perhaps spreading false rumors in the marketplace) in an attempt to ignite a rapid price 


move either up or down”; spoofing: is an abusive practice where the use of displayed limit orders are 


used to manipulate prices; layering: with this strategy a layers the book with multiple bids and offers at 


different prices and sizes, generating an enormous volume of orders and high cancellation rates of 90% 


of more. The orders also may have an extremely short duration before they are cancelled if not 


executed, often of a second or less. 
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technological infrastructure, resources and market knowledge, in order to maintain a high 


degree of investor protection in a high speed and fragmented trading environment. 


 


Finally, during IOSCO‟s panel sessions, some market participants expressed concerns that the 


partial ownership of new trading venues (ATS/MTF) by HFT firms might raise possible 


conflicts of interests in the governance of these market infrastructures (e.g. in terms of the fee 


structure offered for trading or risk controls). 


 


(c) Risks to the Resiliency and Stability of Markets 


 


Stable and resilient markets boost investors‟ confidence and participation, which in turn help 


make markets more liquid and efficient.  It is crucial to evaluate whether the automation of 


trading in general and HFT in particular do not pose additional risks to financial stability and 


that the benefits produced by HFT do not come at the cost of a more fragile market structure.  


The Flash Crash of May 6 underlines the importance of regulatory structures keeping pace 


with technological advances as well as with changes in market microstructure. 


 


A flip side of the price consistency that high frequency traders may bring to markets by 


employing arbitrage strategies is that extreme price shocks may also be transmitted more 


easily both between different asset classes and between different trading venues.  Indeed, 


some academic studies
50


 and respondents
51


 to the Consultation Report have concluded 


(variously) that algorithmic and high frequency trading may give rise to risks to the price 


formation process and the stability of the markets. For instance, the joint report from the staff 


of the US SEC and the CFTC on the events of May 6, 2010, was variously cited as identifying 


an instance of electronic trading activity contributing to disorderly markets, in particular as 


the interaction between automated execution programs and algorithmic trading strategies 


quickly eroded liquidity following the onset of the event. A clear understanding of the degree 


by which HFT firms may exacerbate the transmission of shocks across markets is still lacking. 


 


The heavy reliance on algorithms for trading decisions and execution may pose serious risk 


when one or more algorithms behave in an unexpected way.  As noted above, there is the risk 


that rogue algorithms, i.e. algorithms that malfunction and operate in an unintended way, may 


trigger a chain reaction and, in turbulent market conditions, withdraw liquidity from the 


market or impair orderly trading.  Such risk is magnified when the speed of trading takes 


place at fractions of a second.
52


 


 


The high technology requirements of HFT pose capacity challenges at both connectivity and 


trading engine level.  It is important to evaluate whether that trading venues and 


intermediaries have systems and controls appropriate to a high frequency environment and 


that appropriate trading control mechanisms are in place to prevent excessive market 


movements when errors occur. 
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 For example, Lee et al (see footnote 44). 


51
 For example, see comments in the Consultation Report responses from the Institute for Agriculture and 


Trade Policy; Crispin Yuen; Chris Barnard. 


52
 For example, in January 2010, NYSE Regulation took action against Credit Suisse Securities (USA) 


LLC (Credit Suisse) for failing to adhere to the principles of good business practice in that on Nov. 14, 


2007, beginning at approximately 3:40 p.m., a Credit Suisse proprietary algorithm routed hundreds of 


thousands of cancel/replace requests to the New York Stock Exchange for orders that had been 


previously generated by the algorithm, but, due to an unforeseen programming issue, were never sent by 


the algorithm.  See http://www.nyse.com/DiscAxn/discAxn_01_2010.html. 



http://www.nyse.com/DiscAxn/discAxn_01_2010.html
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Direct electronic access is another area where HFT may pose significant risks.  When a HFT 


firm that is not a member of a given venue has direct access to that venue‟s markets through 


the facilities offered by a member‟s systems, it is the member‟s responsibility to ensure that 


appropriate risk controls are in place.  However, in some jurisdictions non-intermediaries 


(including HFT firms) may become members of a trading venue, without being regulated by a 


competent authority.  This may weaken the ability of a market authority
53


 to conduct the 


necessary oversight. 


 


As with the technological and market developments discussed in the preceding chapter, the 


issues set out in this chapter gave rise to a number of questions that the Technical Committee 


posed in the Consultation Report.  As mentioned, a Feedback Statement to the Consultation 


Report is included in this Final Report at Annex 1. 
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 Market authorities comprise public sector regulators, self-regulatory organizations and, where they 


exist, the regulatory functions of trading venue operators (e.g., where a trading venue operator 


undertakes „front-line‟ market surveillance). 
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Chapter 5 Regulatory Tools 
 


1. Regulatory Action Taken To Date and Ongoing Work 


 


Against the backdrop of crystallised and possible risks discussed in the preceding chapters, 


considerable regulatory action had already been taken prior to the publication of the 


Consultation Report.  To help regulators to develop an appropriate toolkit, IOSCO had 


undertaken work and produced reports/papers on: 


 


 dark liquidity (as referenced above), transparency and market fragmentation
54


; 


 


 DEA (as referenced above); 


 


 oversight of screen-based trading systems
55


; 


 


 outsourcing by markets and market intermediaries
56


; 


 


 error trades
57


; and 


 


 trading halts and market closures
58


. 


 


Furthermore, and as noted in the introduction to this report, IOSCO adopted (in September 


1998 and last updated in 2010) explicit Objectives and Principles of Securities Regulation 


(IOSCO Principles).  The IOSCO Principles set out a broad general framework for the 


regulation of securities, including the regulation of: 


 


(i) securities markets; 


 


(ii) the intermediaries that operate in those markets; 


 


(iii) the issuers of securities; and 


 


(iv)  the sale of interests in, and the management and operation of, collective 


investment schemes. 
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 See Transparency and Market Fragmentation, Report of the Technical Committee of IOSCO, 


November 2001, available http://www.iosco.org/library/pubdocs/pdf/IOSCOPD124.pdf. 


55
 See Screen-Based Trading Systems for Derivatives Products, Report of the Technical Committee of 


IOSCO, June 1990, available at http://www.iosco.org/library/pubdocs/pdf/IOSCOPD6.pdf and 


Principles for the Oversight of Screen-Based Trading Systems for Derivative Products-Review and 


Additions, Report of the Technical Committee of IOSCO, October 2000, available at 


http://www.iosco.org/library/pubdocs/pdf/IOSCOPD111.pdf. 


56
 See Principles on Outsourcing by Markets, IOSCO, July 2009, fn 7 and see Principles On Outsourcing 


Of Financial Services For Market Intermediaries, IOSCO, February 2005, fn 8. 


57
 See Policies on Error Trades, Final Report, Report of the Technical Committee of IOSCO, October 


2005, available at http://www.iosco.org/library/pubdocs/pdf/IOSCOPD208.pdf. 


58
 See Trading Halts and Market Closures, Report of the Technical Committee of IOSCO, October 2002, 


available at http://www.iosco.org/library/pubdocs/pdf/IOSCOPD138.pdf. 



http://www.iosco.org/library/pubdocs/pdf/IOSCOPD124.pdf

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD6.pdf

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD111.pdf

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD208.pdf

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD138.pdf
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IOSCO subsequently developed a methodology to illustrate its interpretation of its Principles.  


The methodology does not alter or expand the Principles but evolves periodically to take into 


account the latest market trends and developments.  The IOSCO Task Force on 


Implementation of the Principles is currently undertaking just such a review. 


 


In addition to the above, IOSCO is actively investigating the markets in exchange traded 


funds (ETFs) and other products such as ETPs, ETNs, ETVs.  IOSCO is looking at issues 


raised by ETFs from different perspectives: 


 


 classification issues and blurring of categories and product designations;  


 


 transparency issues; 


 


 potential conflicts of interest;  


 


 financial stability issues  


 


o new channels, including cross-asset contagion and shock amplification, for 


systemic risks; and 


 


 market integrity and market supervision issues). 


 


IOSCO expects to be in a position to consult publicly the recommendations regarding these 


issues for the purpose of dealing with market integrity, market efficiency and investor 


protection in late 2011 or early 2012. 


 


Further, the Task Force on Commodity Futures Markets (Task Force) was formed in 


September 2008 by the Technical Committee responding to calls for an examination of the 


functioning of certain commodity futures markets from the G8 Finance Ministers in 2008.  


The Task Force has undertaken several streams of work on the functioning of commodity 


derivatives markets, particularly in relation to oil, and made recommendations to improve 


market transparency and overall functioning for consideration by the G20.  It is currently 


undertaking work relating to the areas set out in the G20 Seoul Communiqué in November 


2010.  On 15 September 2011, IOSCO published a new Task Force report on Principles for 


the Regulation and Supervision of Commodity Derivatives Markets.
59


  The report establishes 


internationally accepted principles for the regulation and supervision of commodity 


derivatives markets.  These Principles address contract design, surveillance, disorderly 


markets, enforcement and information sharing and include recommendations for enhancing 


price discovery.
60


 


 


In addition, competent authorities are taking more actions at national level to address the risks 


outlined above.  For instance, the US SEC proposed in 2010 that US self-regulatory 


organizations (SROs) be required to establish a consolidated audit trail system that would 


enable competent authorities to track information related to trading orders received and 
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  See FR07/11 Principles for the Regulation and Supervision of Commodity Derivatives Markets, Report 


of the Technical Committee of IOSCO, 15 September 2011, available at 


http://www.iosco.org/library/pubdocs/pdf/IOSCOPD358.pdf.  


60
 See Task Force on Commodity Futures Markets, Final Report, Report of the Technical Committee of 


IOSCO, March 2009 available at http://www.iosco.org/library/pubdocs/pdf/IOSCOPD285.pdf. 



http://www.iosco.org/library/pubdocs/pdf/IOSCOPD358.pdf

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD285.pdf.
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executed across the securities markets
61


.  A consolidated audit trail system would help 


regulators keep pace with new technology and trading patterns in the markets. In some 


jurisdictions, an audit trail across markets trading the same securities has been developed (for 


example, Canada and Australia). 


 


The SEC has adopted new Rule 13h-1 and Form 13H, under Section 13(h) of the Securities 


Exchange Act of 1934, to assist it in both identifying, and obtaining trading information on, 


market participants that conduct a substantial amount of trading activity, as measured by 


volume or market value, in the U.S. securities markets.  New Rule 13h-1 will require a “large 


trader”
62


 to identify itself to the SEC and make certain disclosures.  Each such large trader 


will be assigned an identification number that will uniquely and uniformly identify the trader, 


which the large trader must then provide to its registered broker-dealers.  Such registered 


broker-dealers will then be required to maintain records of two additional data elements in 


connection with transactions effected through accounts of such large traders (the large trader 


identification number, and the time transactions in the account are executed).
63


  The US 


Commodity Futures Trading Commission already has a large trader reporting regime in 


place.
64


 


 


In Europe, as part of the review of the Markets in Financial Instruments Directive (MiFID), 


the European Commission has consulted on a range of possible measures regarding high 


frequency trading and related issues.  These include requiring investment firms involved in 


automated trading to have in place robust risk controls, and whether all high frequency trading 


firms transacting over a certain volume of business should have to be authorised.  They also 


include whether to require high frequency traders to provide liquidity to the markets on a 


mandatory basis, whether to place a limit on order to execution ratios to reduce the rate at 


which orders are submitted and rapidly cancelled, and whether to mandate minimum resting 


times for orders submitted to order books.  The Commission‟s consultation closed in early 


February and a draft legislative proposal is expected in October 2011. 


 


Similarly, in Australia, ASIC issued a report on Equity Market Structure in November 2010 


together with a consultation paper on proposals to deal with emerging regulatory issues
65


.  


These proposals included measures on DEA and risk controls for automated trading; volatility 


controls and changes to pre-trade transparency exceptions aimed at supporting the price 


formation process on public markets.  In April 2011, ASIC announced it intends to undertake 


further consultation on these issues around the end of Q3 2011 with a view to settling new 


rules in early 2012. 
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 See Securities And Exchange Commission, 17 CFR PART 242, [Release No. 34-62174; File No. S7-11-


10], RIN 3235-AK51, Consolidated Audit Trail available at 


http://www.sec.gov/rules/proposed/2010/34-62174.pdf. 


62
 The new rule defines a “large trader” as a person whose transactions in National Market System (NMS) 


securities equal or exceed 2 million shares or $20 million during any calendar day, or 20 million shares 


or $200 million during any calendar month. 


63
 See Securities and Exchange Commission, 17 CFR PARTS 240 and 249, [Release No. 34-64976; File 


No. S7-10-10], RIN 3235-AK55, Large Trader Reporting available at 


http://www.sec.gov/rules/final/2011/34-64976.pdf.  


64
 See Commodity Futures Trading Commission Larger Trader Reporting Program 


http://www.cftc.gov/IndustryOversight/MarketSurveillance/LargeTraderReportingProgram/index.htm. 


65
 ASIC Report 215: Australian equity market structure, 4 November 2010 and ASIC Consultation paper 


145: Australian Equity Market Structure: Proposals, 4 November 2010. See at 


http://www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/cp-145.pdf/$file/cp-145.pdf.  



http://www.sec.gov/rules/proposed/2010/34-62174.pdf

http://www.sec.gov/rules/final/2011/34-64976.pdf

http://www.cftc.gov/IndustryOversight/MarketSurveillance/LargeTraderReportingProgram/index.htm

http://www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/cp-145.pdf/$file/cp-145.pdf
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Furthermore, in Canada, the CSA published a rule for comment in April 2011 focussing on 


the risks associated with automated trading and DEA, including HFT.  The proposed rule 


would require all market participants that access markets to have risk management and 


supervisory controls, policies and procedures to ensure that the risks associated with 


electronic trading are appropriately prevented or managed.  The requirements would apply to 


all electronic trading whether performed by the marketplace participant or by a client that has 


been granted DEA and who enters orders using a marketplace participant identifier.  In 


addition to and to supplement these requirements, specific requirements related to electronic 


trading would apply to marketplaces.  The comment period ended in July 2011.  The CSA is 


in the process of considering the comments filed. 


 


2. Regulatory Principles and Recommendations Adopted by IOSCO  


 


The outcomes from the workstreams highlighted in the bullet points at the beginning of this 


Chapter are further discussed below. 


 


(a) Transparency and dark liquidity 


 


Requiring that markets have adequate levels of trading transparency is key to the efficiency of 


the price formation process and the maintenance of confidence on the part of participants.  In 


2001 IOSCO published a report entitled Transparency and Market Fragmentation
66


 


(Transparency Report).  In the Transparency Report IOSCO stated that: 


 


“Market transparency… is generally regarded as central to both the fairness and 


efficiency of a market, and in particular to its liquidity and quality of price formation.” 


 


While the Transparency Report highlighted the importance of both pre- and post-trade 


transparency and that the wide availability of trading information may attract participation to 


a market, it acknowledged that transparency may create disincentives for those that trade large 


blocks or put up capital to facilitate larger trades.  The Report stressed a need for regulators: 


 


“to assess the appropriate level of transparency in any particular product market with 


considerable care.”  


 


The Transparency Report explicitly addressed the risks to transparency arising from market 


fragmentation.  It noted that, with a market‟s evolution to multiple trading venues, there 


comes the need to assess whether regulators should: 


 


“require all trading venues in an asset class to adopt identical, or broadly similar, 


transparency arrangements… it would be desirable to have a coherent transparency 


regime for an asset class that applies across all market venues.” 


 


IOSCO identified two dimensions for regulators to consider when developing a transparency 


regime: 1) scope of the requirements; and 2) their application to different trading methods. 


 


The Transparency Report noted that the same approach may not be suited to all platforms or 


types of trading.  For example, with respect to pre-trade transparency, the Transparency 


Report stated that the transparency regime should arguably be the same across similar order 
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 See Transparency and Market Fragmentation, IOSCO, November 2001, fn 54. 
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book venues but that it may be different for dealer systems or reference pricing systems.  


However, the report stated that it may be possible to impose the same post-trade transparency 


regime on all venues, with possibly some differences for large trades. 


 


In May 2011, the Technical Committee published a report entitled Principles for Dark 


Liquidity (Dark Liquidity Report).  The Dark Liquidity Report identified and discussed the 


characteristics of dark pools and dark orders, the regulatory environment in different 


jurisdictions around the world and concerns with respect to price discovery, fragmentation 


and market integrity, as outlined above. 


 


The Dark Liquidity Report detailed six principles which are designed to: 


 


 minimise the adverse impact of the increased use of dark pools and dark orders in 


transparent markets on the price discovery process by generally requiring pre-trade 


and post-trade transparency and encouraging the priority of transparent orders; 


 


 mitigate the effect of any potential fragmentation of information and liquidity by 


generally requiring pre-trade and post-trade transparency;   


 


 help to ensure that regulators have access to adequate information to monitor the use 


of dark pools and dark orders for market monitoring/surveillance purposes and to 


enable an appropriate regulatory response to market developments; and   


 


 help to ensure that market participants have sufficient information so that they are able 


to understand the manner in which orders will be handled and executed. 


 


The Principles are set out in detail in Annex 2 of this Final Report.  In summary, the price and 


volume of orders should generally be transparent to the public.  However, regulators may choose 


not to require pre-trade transparency for certain types of market structures and orders.  In these 


circumstances, they should consider the impact of doing so on price discovery, fragmentation, 


fairness and overall market quality.  Similarly, information regarding trades, including those 


executed in dark pools or as a result of dark orders entered in transparent markets, should be 


transparent to the public.  With respect to the specific information that should be made 


transparent, regulators should consider both the positive and negative impact of identifying a dark 


venue and/or the fact that the trade resulted from a dark order. 


 


In those jurisdictions where dark trading is generally permitted, regulators should take steps to 


support the use of transparent orders rather than dark orders executed on transparent markets or 


orders submitted into dark pools.  Transparent orders should have priority over dark orders at the 


same price within a trading venue.  Regulators should also have a reporting regime and/or means 


of accessing information regarding orders and trade information in venues that offer trading in 


dark pools or dark orders.  In addition, dark pools and transparent markets that offer dark orders 


should provide market participants with sufficient information so that they are able to understand 


the manner in which their orders are handled and executed.  Finally, regulators should periodically 


monitor the development of dark pools and dark orders in their jurisdictions to seek to ensure that 


such developments do not adversely affect the efficiency of the price formation process, and take 


appropriate action as needed. 
 


(b) Direct Electronic Access 


 


To effectively manage the risks that regulators have identified with respect to DEA, IOSCO‟s 
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report on the topic (DEA Report
67


) determined that market participants that offer DEA 


should: 


 


 conduct due diligence regarding the potential customer as to whether it is appropriate 


for the participant to grant the customer DEA,  


 


 introduce pre-execution risk controls, and  


 


 introduce post-trade execution controls.  


 


In the view of IOSCO, these steps together provide a comprehensive risk management 


framework and are critical to managing the risks of DEA. 


 


In addition to describing DEA arrangements in different jurisdictions and the risks associated 


with DEA, the DEA Report sets forth principles to guide markets, intermediaries and market 


authorities and recognizes that each plays a role in managing the risks associated with DEA.  


The principles fall into three categories that are set out in detail in Annex 3 to this report: 


 


Pre-conditions for DEA – the pre-conditions for DEA require that intermediaries 


providing DEA ensure the clients to which such access is granted are suitably 


knowledgeable and resourced, that an appropriate legally binding agreement is in 


place between the intermediary and its client, and that the intermediary remains 


ultimately responsible for any trading that takes place in its name; 


 


Information flow – intermediaries should disclose to market authorities, upon request 


and in a timely manner, the identity of their DEA customers in order to facilitate 


market surveillance. In turn, markets should provide their members with access to 


relevant pre- and post-trade information (on a real time basis) to enable these firms to 


implement appropriate monitoring and risk management controls; and 


 


Adequate systems and controls – these are essential to ensuring the risks to market 


integrity and efficiency to which DEA gives rise are mitigated. Markets themselves 


should not permit DEA unless there are in place effective systems and controls to 


manage any risk to fair and orderly trading. Intermediaries, for their part, should have 


in place automated controls, including pre-trade controls, which can limit their DEA 


customers‟ trading activity. Intermediaries should also have adequate operational and 


technical capabilities to manage the risks posed by DEA. 


 


Whilst these principles are related specifically to DEA, it is the case that the requirements 


regarding appropriate systems and controls apply equally to an intermediaries‟ own trading or 


other, non-DEA flow it receives from customers.  With this in mind, regulatory authorities 


globally already require that investment firms have in place suitable controls for the nature 


and scale of their overall trading business. 


 


(c) Principles for the Oversight of Screen-Based Trading Systems for Derivative Products 


 


For over 20 years IOSCO has had in place principles for the oversight of screen-based trading 


systems for derivatives that have been periodically reviewed and that remain valid.  The 


trading of derivatives is central to many firms‟ business models (including numerous high 
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frequency traders), particularly in highly liquid instruments such as index futures.  IOSCO 


published 10 principles in this area in 1990
68


 and supplemented those principles in 2000 in 


light of the progressive movement of derivatives exchanges around the world towards the 


adoption of electronic trading platforms for all or parts of their business, and the resulting 


need for enhanced cross-border cooperation.  As stated in the 1990 Report: 


 


The regulatory authorities responsible for oversight of screen-based trading systems 


for derivative products, whether governmental, quasi-governmental, or 


private...should articulate the jurisdictional interest and supervisory principles 


applicable to the organization responsible for the system such as an exchange, the 


organization...[that] provides...the hardware, software, and/or communications 


network and related services...the persons authorized to execute transactions on the 


system such as a broker-dealer...and persons with financial exposure to the system...  


These principles should reflect the shared objectives of ensuring that, among 


jurisdictions, the levels of investor protection and regulation are adequate. 


 


In supplementing the principles in 2000
69


, IOSCO stated that regulatory authorities should 


take into account the additional principles in order to promote the effective and efficient 


control of risks to investors, market integrity and financial stability that may arise from the 


operation of exchange-operated, screen-based trading systems for derivative products that 


operate with direct access participants from multiple jurisdictions. 


 


The principles set forth in the 1990 and 2000 reports are included in Annex 4.   


 


(d) Outsourcing by markets and market intermediaries 


 


In July 2009, IOSCO published a report entitled Principles on Outsourcing by Markets
70


, 


setting out a range of principles related to outsourcing by market operators.  These included 


that the outsourcing market should conduct suitable due diligence in selecting an appropriate 


third party service provider and in monitoring its ongoing performance.  The principles also 


set out, inter alia, that there should be a legally binding written contract between the 


outsourcing market and the service provider, and that procedures should be in place to protect 


the outsourcing market‟s proprietary, member-related and potentially market sensitive 


information and software.  Further to this, the report specified that the market authority, the 


outsourcing market and its auditors should have access to the books and records of the service 


provider relating to the outsourced activities, and that the market authority should be able to 


obtain promptly, upon request, other information concerning activities that are relevant to 


regulatory oversight. 


 


IOSCO‟s report of February 2005 entitled Principles on Outsourcing of Financial Services 


for Market Intermediaries
71


 set out equivalent requirements regarding intermediaries‟ 


outsourcing.  As with markets, an outsourcing intermediary should conduct suitable due 


diligence processes in selecting an appropriate third party service provider, and there should 
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 See Principles on Outsourcing by Markets, IOSCO, July 2009, fn 7. 
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be a legally binding written contract between them.  The report also stated, amongst other 


things, that provisions should be in place for the protection of confidential information, and 


that the regulator, the outsourcing firm and its auditors should have access to the books and 


records of the service provider relating to the outsourced activities.  As a result, IOSCO‟s two 


reports in this area have established a consistent regulatory framework regarding the use of 


outsourcing services by markets and intermediaries. 


 


(e) Error trades 


 


In October 2005, IOSCO produced Policies on Error Trades
72


, defined as “transactions that 


are executed in error either due to the actions of a market user or through malfunction of a trading 


system.”  This report made a series of recommendations for regulators to consider with their 


market operators.  These included (but were not limited to): 


 


 Evaluating the need for and considering the adoption of error trade policies (with suitable 


flexibility provided around their design); 


 


 Evaluating whether error trade policies are transparent, comprehensive and are invoked on 


a timely basis in order to promote the predictability, fairness and consistency of actions 


taken under the policy; 


 


 Evaluating whether cancellation decisions involving material transactions and resulting 


from the invocation of error trade policies are highlighted to market users; and 


 


 Exchanges evaluating the need for measures to prevent error trades, and market 


supervisors conducting adequate surveillance in the markets they supervise to detect 


whether error trades are related to problematic market activity. 


 


(f) Trading halts and market closures 


 


IOSCO‟s 2002 report on Trading Halts and Market Closures
73


 made a series of 


recommendations which regulators should consider.  The recommendations included 


determining if a general continuation in trading of a given security should be permitted where 


trading has been halted in the initial listing market.  More generally, participants should be 


aware of the basis on which halts might occur and communication mechanisms should be in 


place so that participants are aware of when halts take place.  In addition, the report 


recommended that, when a primary market is closed because of an “extreme event” or an 


infrastructure failure, the reaction of other markets, including derivatives markets, should 


depend on their assessment of all the relevant facts.  In general, the report provided regulators 


and markets with considerable flexibility to tailor their approaches to trading halts and market 


closures as they saw fit. 


 


Subsequently, IOSCO surveyed its members early this year on automatic control mechanisms 


in place within their markets.  The key lessons from this process are set forth in Annex 5.  The 


survey was prompted in part by comments made during IOSCO‟s panel sessions by industry 


representatives and academics that reflected the importance to the markets of ensuring 


appropriate control mechanisms are in place to maintain fair and orderly trading and support 


market confidence. 
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In October 2010, the Emerging Markets Committee published Effectiveness of Market 


Interventions in Emerging Markets, a report
74


 on markets interventions which sets broad 


guiding principles in implementing measures to intervene in markets. 


 


3. Possible Tools to Address Risks 


 


Overall, IOSCO believes it has established a coherent framework of regulatory tools for 


market authorities to consider and implement as they deem necessary.  These have evolved 


over time to account for market developments and continue to be reassessed.  Nevertheless, 


IOSCO is conscious that, as the markets continue to develop and evolve, additional tools 


should be continuously considered. 


 


Chapter 6 discusses the recommendations that IOSCO makes at this time.  In a number of 


instances, these recommendations mention that authorities may need to take suitable 


(although unspecified) action to address any risks they identify.  Of course, a suitable action 


to take will always depend crucially on circumstances: what the problem is that has been 


identified, its scale/magnitude, the markets and participants it affects, etc. 


 


During IOSCO‟s recent work, numerous suggestions were made of regulatory action that 


could be taken if the given circumstances justified it.  Some of the key suggestions that were 


made were set out in the Consultation Report and are presented again below, sub-divided by 


the level at which the proposal would impact.  IOSCO does not comment at this time on the 


merits or demerits of any of these possible tools as their value would depend on the issue that 


the given regulator had identified.  They are set out below as they appeared in the 


Consultation Report, and as a non-exhaustive list of possible tools that authorities may find it 


appropriate to consider. 


 


Level: Trading Firms: 


 


 Given that relatively few jurisdictions currently have regulations that are designed 


specifically to address algorithmic trading or HFT, market authorities should consider 


whether tailored regulatory requirements should be introduced, especially in those 


markets where algorithmic trading or HFT is a dominant component of the market 


structure.  Some presenters suggested that this might include anything from specific 


stress testing and sign-off processes for new algorithms to specific charges or a tax on 


high order entry or cancellation rates; 


 


 Consider whether those firms that are non-intermediary members of trading venues 


should be subject to registration/authorisation by a regulator in those jurisdictions 


where this is not already the case; 


 


 Reassess whether requirements for managing conflicts of interest are sufficient in the 


circumstances where either:  


 


(i) an investment firm simultaneously conducts client-serving activities and 


proprietary trading; or 
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(ii) ii) trading participants that trade on venues in which they hold an ownership 


stake; 


 


 Review existing regulatory requirements regarding pre-trade risk controls applicable 


to intermediaries in order to evaluate whether they are suitable for today‟s high-speed 


markets.  As part of this, consider banning the provision of DEA to customers if the 


customer‟s trading is not subject to appropriate pre-trade controls (i.e. so-called naked 


access), where it is not already banned in accordance with IOSCO‟s Principles 6 and 7 


for DEA (see Annex 3); and 


 


 Assess whether HFT or algorithm traders should provide for specific forms of stress 


testing and internal sign-off processes for new algorithms, similar to IOSCO‟s 


Principle 8 for DEA (see Annex 3). 


 


Level: Markets/Market Operators 


 


 Consider whether trading control mechanisms such as order entry controls to mitigate 


against anomalous order entry and circuit breakers or limit-up/limit-down systems 


should be mandated within the markets and, if so, whether venue operators should be 


permitted to design their own controls or whether they should be 


harmonised/coordinated across venues (including between interrelated instruments 


such as a derivative and its underlying). See Annex 5 for a fuller assessment of trading 


volatility control mechanisms; 


 


 Consider whether there should be common trade cancellation arrangements in place 


across markets to ensure consistent treatment in the event of a sudden extreme price 


movement.  These arrangements should be coherent in their operation with any order 


entry controls and volatility controls. 


 


 Consider requiring that market infrastructure operators undertake appropriate stress 


testing to ensure that their systems are robust in the face of unusual spikes in trading 


activity, as per IOSCO‟s Principle 8 for DEA (see Annex 3); 


 


 Consider whether to require market operators to have appropriate testing environments 


in place to enable participants to stress test their algorithms; 


 


 Assess whether a trading venue‟s registered market makers should be subject to 


mandatory minimum criteria so as to ensure that they provide meaningful liquidity 


support to the market.  As part of this, consider: 


 


(i) clarifying how market making should be defined; and  


(ii) banning so-called stub quotes (i.e. automatically-entered quotes that involve an 


extremely low bid price e.g. 1c, and an extremely high offer price (e.g. 


$100k)); 


 


 Assess whether specific charges, fees or taxes on high order entry and cancellation 


rates or messaging rates should be introduced; and 


 


 Consider the introduction of minimum tick sizes and minimum order book resting 


time. 
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Level: Market Structure 


 


 Reconsider the appropriate balance between encouraging competition between trading 


spaces (including between trading venues and OTC space), which helps to reduce 


trading fees and improves innovation, and promoting the use of transparent, on-venue 


trading; 


 


 Consider banning flash orders, through which trading interest may be exposed on a 


market for less than a second during which only technically-adept participants are able 


to react to it, before it is routed elsewhere; 


 


 Evaluate what could be done to improve market surveillance, taking into account the 


needs of different market structures.  A high-level of surveillance of potential unfair 


activity by market participants is crucial.  Up-to-date order screening/monitoring tools 


should be implemented (either by trading venue operators or by competent authorities) 


to help identify trading patterns and prevent inappropriate trading behaviour.  Other 


possible measures could include the introduction of consolidated “audit trails” that are 


able to track orders, quotes and trades in the market.  Other possibilities include 


introducing large trader reporting requirements (where these do not already exist), and 


introducing the use of entity identifiers to identify trading on a participant-by-


participant basis or to flag algorithmic/HFT orders; and 


 


 Review how existing market manipulation rules and laws apply to computer generated 


orders and whether activity traditionally deemed manipulative is still appropriate in 


today‟s market environment (e.g. layering the book given the common HFT strategy 


of submitting orders at multiple price points). 
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Chapter 6 Conclusions and Recommendations 
 


This report makes clear that financial markets have evolved considerably in recent years and 


that this evolution continues.  Their technological change is multi-dimensional: it relates to 


the participants, how they connect to the markets, and the markets themselves.  It impacts the 


capability of markets authorities to supervise markets effectively.  Whilst developments may 


have helped foster innovation and choice or improve market efficiency and liquidity, these 


same developments may also have had negative effects.  For instance, whilst algorithms and 


HFT technology have been used by market participants to manage their trading and risk, their 


usage was also a contributing factor to the magnitude of the flash crash event of 6 May 2010. 


 


The risks that may be posed to market integrity and efficiency are discussed in depth in this 


report.  So too are the steps that have been taken to help mitigate these possible risks.  These 


steps are already enshrined in IOSCO‟s Principles.  In addition, IOSCO intends to undertake 


work designed to address fundamental questions linked to market surveillance and market 


structure.  On market surveillance, IOSCO will assess the new challenges that technological 


changes pose for regulators in their market surveillance, including the fragmentation of 


markets, the dispersal of trading information, the increased speed of trading, and the ability to 


gather and process the increased volume of trading data.  On market structure IOSCO will 


analyze the evolving markets‟ macro-structure, in order to assess what specific issues such 


structural developments raise with regard to market efficiency and integrity and to consider 


whether and what recommendations may be needed to address the risk. 


 


At this stage, the Technical Committee believes that it would already be appropriate for 


member jurisdictions to consider the Recommendations set forth below regarding the 


regulation of their markets, including regulatory issues that may be raised by high frequency 


and algorithmic trading.  These Recommendations do not fundamentally change IOSCO‟s 


Principles but are designed to: 


 


 help regulators to identify the practical impact that technological developments have 


had and the regulatory issues to which they may give rise; 


 


 promote a consistent approach amongst global regulators to the latest technological 


developments; and  


 


 mitigate the risk that technological change may pose to the integrity and efficiency of 


the markets. 


 


Despite the facts that market structures and the participants within them differ across 


jurisdictions, and that regulatory structures and resources similarly differ, the Technical 


Committee submits that the following Recommendations provide an important starting point 


for consideration and analysis by regulators.  The Technical Committee also recognises that 


some jurisdictions are at present reviewing their own regulatory regimes surrounding high 


frequency and algorithmic trading, circuit breakers, market structures, etc. 


 


Topic 1: Recommendations regarding trading venue operators and trading participants  


 


Principle 33 of IOSCO's Principles states that “the establishment of trading systems including 


securities exchanges should be subject to regulatory authorization and oversight”, and 


Principle 34 states “there should be ongoing regulatory supervision of exchanges and trading 
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systems, which should aim to ensure that the integrity of trading is maintained through fair 


and equitable rules that strike an appropriate balance between the demands of different market 


participants”.  IOSCO‟s methodology for assessing implementation of its Principles
75


 


(IOSCO Methodology) makes clear that, in examining these Principles, regard should be 


given to, among other things, the services venue operators provide, the transparency they 


offer for the instruments they admit to trading, access requirements for their markets, and how 


executions occur.  Expanding upon this, the Technical Committee believes that it would be 


appropriate for member jurisdictions to give due regard to the Recommendations set out 


below. 


 


(a) Recommendations regarding trading venue operators  


 


Recommendation 1: Regulators should require that trading venue operators provide fair, 


transparent and non-discriminatory access to their markets and to associated products and 


services. 


 


Access to a trading venue‟s services should be provided on a fair, transparent and non-


discriminatory basis
76


.  These services could include access to data feeds (including any 


premium, high-speed data services) and the provision of co-location space to allow for faster 


trading connectivity and data dissemination.  This could also apply to trading venues when 


setting membership and trading fees, including incentive schemes and any rebates or other 


inducements paid to particular members/participants (including those associated with 


submitting high volumes of orders or quotes to the given trading venue).  Where regulators 


are provided with the respective statutory authority, they should be mindful that fees are not 


used in a manner that results in unfair, non-transparent and/or discriminatory access to the 


trading venue. 


 


As part of their considerations as to whether access to trading venue products and services is 


fair and transparent, and taking into account comments from some respondents to the 


Consultation Report,
77


 regulators should have regard to any conflicts of interest the trading 


venue operator may have by virtue of commercial model, for-profit status or ownership 


structure and ensure that these conflicts are appropriately managed. 


 


Recommendation 2: Regulators should seek to ensure that trading venues have in place 


suitable trading control mechanisms (such as trading halts, volatility interruptions, limit-up-


limit-down controls, etc.) to deal with volatile market conditions. Trading systems and 


algorithms should be robust and flexible such that they are capable of dealing with, and 


adjusting to, evolving market conditions. In the case of trading systems, this should include 


the ability to adjust to changes (including sudden increases) in message traffic. 


 


The speed and complexity of modern trading, including changes in message traffic, heightens 


the need for trading control mechanisms and systems resiliency.  Regulators may require 


trading venue operators to improve their control structures to ensure that they are and remain 


adequate to cope with the nature, scale and speed of trading activity.  As part of this, 
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regulators should consider the extent to which trading venues should be required to have 


control mechanisms (e.g., circuit breakers, limit-up-limit-down controls or volatility 


parameters) for risk management and the prevention of market disruptions due to sudden 


volatile price movements.  It may also involve requiring trading venues to test their trading 


systems internally before they are used in a live trading environment (potentially including 


functional testing and stress testing).  Similarly, regulators should consider to what extent 


trading venue operators should require direct members/participants to subject their trading 


systems and trading algorithms to similar testing (including conformance testing) before they 


are used in the market.  In addition, regulators may require trading venues to have sufficient 


systems capacity or appropriate control mechanisms, such as throttling capabilities, to 


accommodate/manage changes in message traffic experienced by their systems. 


 


(b) Recommendations regarding trading participants 


 


Recommendation 3: All order flow of trading participants, irrespective of whether they are 


direct venue members or otherwise, must be subject to appropriate controls, including 


automated pre-trade controls.  These controls should be subject to the regulatory 


requirements of a suitable market authority or authorities.  In addition, regulators should 


identify any risks arising from currently unregulated direct members/participants of trading 


venues and, where any are identified, take concrete steps to address them. 


 


All participants that trade on markets have the potential to have an impact on that market and 


the other participants within it (e.g., through the submission of erroneous, manipulative or 


otherwise inappropriate orders) or to expose the markets to unacceptable credit risk.  


 


Based upon comments received to the Consultation Report, IOSCO is concerned that naked 


sponsored access may continue to exist in some markets despite the IOSCO DEA principles 


discussed above.  The Technical Committee reminds members that this is not consistent with 


existing IOSCO principles.  Specifically, in the DEA Report, IOSCO set forth principles that 


stated that intermediaries should use controls, including automated pre-trade controls, in the 


context of DEA.
78


  In addition, markets should not permit DEA unless effective risk 


management systems are in place.
79


  These principles apply only in the DEA context.  


 


Given the critical importance of this issue, the Technical Committee reiterates that orders 


from all trading participants (including proprietary trading flow) be subject to controls, 


including automated pre-trade controls, to ensure that market integrity and stability can be 


maintained.  Consequently, the principle in the DEA Report should apply to all order flow.  


Regulators may perceive that additional risks may arise when unregulated entities are direct 


members/participants of markets.  Where this is the case, these risks should be identified and 


addressed. 


 


Topic 2: Recommendations for regulators 


 


Principle 36 of IOSCO‟s Principles states that “regulation should be designed to detect and 


deter manipulation and other unfair trading practices”.  The IOSCO Methodology makes clear 


that, in examining this Principle, regard should be given to the need for appropriate 


surveillance tools, the collection and sharing of information (including on a cross-border basis 
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between regulators), product design, the possible use of position limits, and having an 


appropriate market oversight programme.  Elaborating upon these factors, the Technical 


Committee believes it would be appropriate for member jurisdictions to have regard to the 


factors set out below. 


 


(a) Regulators‟ knowledge of the markets and trading, and associated risk mitigation 


 


Recommendation 4: Regulators should continue to assess the impact on market integrity and 


efficiency of technological developments and market structure changes, including algorithmic 


and high frequency trading.  Based on this, regulators should seek to ensure that suitable 


measures are taken to mitigate any related risks to market integrity and efficiency, including 


any risks to price formation or to the resiliency and stability of markets, to which such 


developments give rise. 


 


Markets are evolving rapidly and it is important for regulators not only to monitor 


developments in technology and market structure, but also to continue to assess the impact of 


these changes on market integrity and efficiency and to address any risks identified. 


 


As discussed earlier in this report, some academic studies and respondents to the Consultation 


Report have concluded (variously) that algorithmic and high frequency trading may give rise 


to risks to price formation and the stability of the markets.  For instance, the joint report from 


the staff of the US SEC and the CFTC on the events of 6 May 2010 was variously cited as 


identifying an instance of electronic trading activity contributing to disorderly markets, in 


particular as the interaction between automated execution programs and algorithmic trading 


strategies quickly eroded liquidity following the onset of the event.  The very short term 


nature of many HFT strategies, coupled with high speed, high volume trading algorithms, 


could cause market prices to move away from fundamental values in the short term and 


impair the price discovery process that takes place on public and transparent markets.  More 


generally, it is crucial to evaluate whether the automation of trading in general and HFT in 


particular pose additional risks to financial stability and whether the benefits produced by 


HFT (e.g. tighter spreads) outweigh the costs associated with a changing market structure.  In 


this context, IOSCO notes that a clear understanding of the degree by which algorithms, and 


in particular HFT firms, may exacerbate the transmission of shocks across markets is still 


lacking. 


 


Another concern expressed is that the increasing scale and sophistication of trading systems 


may prompt a technological arms race through which the most sophisticated, high-speed 


algorithmic trading programs and co-location space at trading venues are purchased in order 


to maximize speed advantages.  Indeed, the development of successful algorithms requires 


extensive investment in technological infrastructure and very skilled and expensive human 


resources.  There are concerns that those that have access to these superior trading capabilities 


may have an unfair advantage over others.  Maintaining trading parity in such a market 


structure would come at high expense, which many market participants may not be prepared 


or able to pay.  This can lead to the so-called adverse selection issue discussed on page 28 of 


this report.  To reiterate, adverse selection could in theory diminish the willingness of some 


fundamental investors to trade – for instance, because of differences in technology, true 


buying opportunities may be less accessible to fundamental investors, leaving them with 


increased odds of losses.  Alternatively, some
80


 are concerned that adverse selection may act 


to drive business away from the lit markets and towards the use of dark liquidity.  Others have 
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argued that, in the end, technology helps to level the playing field between participants
81


 or 


that few maintain a trading advantage because participants make the necessary investments in 


technology (hence the so-called arms race). 


 


From a regulatory perspective, there is a concern that some fundamental investors could lose 


confidence in the market and thus be less willing to trade and less willing to display their 


trading interest.  The result could be less liquid markets and a compromised price formation 


process.  


 


It may pose great challenges to regulators to determine the appropriate regulatory responses to 


the various potential risks discussed above.  Nevertheless, regulators should assess the extent 


of these risks within their jurisdictions on an ongoing basis and, where necessary, take 


suitable regulatory steps to mitigate them. These steps could include some of the measures 


referenced in Chapter 5, above. In addition, regulators should share analysis and research on 


market structure changes to assist each other's efforts in assessing related risks and to promote 


consistency globally in regulatory approaches to emerging risks. 


 


(b) Market surveillance and market abuse 


 


Recommendation 5: Market authorities should monitor for novel forms or variations of 


market abuse that may arise as a result of technological developments and take action as 


necessary. They should also review their arrangements (including cross-border information 


sharing arrangements) and capabilities for the continuous monitoring of trading (including 


transactions, orders entered or orders cancelled) to help ensure that they remain effective.  


 


Whilst it is broadly accepted that existing laws and regulations regarding market abuse 


continue to be valid in a trading environment of increasing speed and complexity, it is 


important for market authorities to remain mindful that novel forms and variations of market 


abuse may emerge.  Furthermore, there is a concern that the use of technology may offer 


firms the possibility of engaging in abusive practices on a larger scale than would have 


previously been possible (e.g., momentum ignition, quote-stuffing, spoofing and layering).  


Where appropriate, market authorities should take action, which may include: amending 


regulations, issuing guidance to market participants on what is and is not considered 


acceptable market practice; updating surveillance systems to facilitate the identification and 


analysis of novel forms and variations of market abuse; and prosecuting those found to have 


violated the law or regulations. 


 


In parallel, the cross-border nature of much trading activity in today‟s markets requires that 


market authorities periodically reassess the extent to which they have the tools and legal 


gateways to share information and pursue cross-border investigations.  Market authorities 


should also endeavour to share experiences and intelligence in order to assist each other‟s 


regulatory efforts in combating market abuse. 


 


In addition, it is important that market authorities‟ ability to undertake market surveillance 


keep pace with the technology used by market participants in order to detect and deter 


inappropriate trading activity.  The most appropriate structure to achieve this may differ by 


jurisdiction, reflecting differences in market structure, complexity and participation. 
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As a result, it is important that each market authority undertakes an appropriate assessment of 


its own arrangements or oversight programs.  This should include an assessment of the 


markets and participants from which information should be received, the make-up of that 


information (e.g. the fields to be populated in reports, pre- versus post-trade information, etc.), 


and the timelines for receipt of such reports (e.g., real-time, end-of-day, T+1), etc.  As part of 


this review, a market authority should evaluate the adequacy of its surveillance capabilities, 


including cross-market and cross-products surveillance, combined with those of any other 


market authorities within its jurisdiction. This assessment would include evaluating the 


adequacy of the resources available for the establishment of the necessary surveillance 


systems. 
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Annex 1 Feedback Statement to the IOSCO Consultation Report on 


Regulatory Issues Raised by the Impact of Technological 


Changes on Market Integrity and Efficiency (CR02/11) 


 


The following 54 non-confidential responses were submitted by the following organisations to 


IOSCO‟s Technical Committee (TC).  Two confidential responses were submitted.  The 


deadline for comments was 12 August 2011. 


 


ABN AMRO Clearing Bank 


AIMA (Alternative Investment Management Association) 


AFME (Association for Financial Markets in Europe) 


AFG (Association Française de la Gestion Financières) 


AMAFI (Association Française des Marchés Financieres) 


BlackRock 


BT Pension Scheme Management 


BDB (Bundesverband Deutscher Banken) 


BVI (Bundesverband Investment und Asset Management) 


CM CRC (Capital Markets Cooperative Research Centre) 


CFA Institute 


CME Group 


Chris Barnard 


CFTC (Commodity Futures Trading Commission) 


Crédit Agricole Cheuvreux 


Crispin Yuen 


Deutsche Bank 


Deutsche Börse Group 


EBF (European Banking Federation) 


EFAMA (European Fund and Asset Management Association) 


FESE (Federation of European Securities Exchanges) 


FIA (Futures Industry Association Principal Traders Group) 


FINRA 


FIX Protocol 


FOA (Futures and Options Association) 


FTEN 


GETCO 


ICAP 


IATP (Institute for Agriculture and Trade Policy) 


ICSA (International Council of Securities Associations) 


ICI (Investment Company Institute) 


IMA (Investment Management Association) 


ITG (Investment Technology Group) 


Japan Securities Dealers Association 


Knight Capital Group 


London Stock Exchange Group 
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Managed Funds Association 


NASDAQ OMX 


Newedge 


Nomura 


NYSE Euronext 


Optiver 


R T Leuchtkafer 


SECP (Securities and Exchange Commission of Pakistan) 


SIFMA (Securities Industry and Financial Markets Association) 


Société Générale 


TABB Group 


Tokyo Stock Exchange Group 


Total Oil Trading SA 


Trading Technologies International 


UBS 


WMBA (Wholesale Markets Brokers‟ Association) 


WEED (World Economy, Ecology and Development) 


WFE (World Federation of Exchanges) 


 


These responses can be viewed in Annex 6 of this document. 


 


The Technical Committee took these responses into consideration when preparing this final 


report. 


 


Feedback on Comments Received 


 


IOSCO‟s Technical Committee recognizes that a significant number of general themes arose 


from the responses to the Consultation Report.  The very large number of responses (56, two 


of which were confidential) reflects the wide interest shown by market participants by the 


Consultation Paper.  Sell-side investment firms (including their trade associations) were the 


largest group of respondents accounting for almost a third of total responses.  Market 


operators and buy-side investment firms (including their trade associations) accounted each 


for around 15% of the responses.  A handful of responses (around 10%) came from 


investment firms operating through HFT arrangements.  Finally about one-fourth of responses 


came from a variety of consultancies, associations of investment professionals, self regulatory 


organizations, technology service firms and individuals. 


 


As a broad message, it is clear that the majority of market participants look favorably on the 


technological developments that have occurred over the years, including the impact they have 


had on liquidity provision, spreads, fees and the speed at which business can be transacted.  


However, a number of risks/drawbacks have also been identified by respondents. 


 


Nevertheless, respondents have been keen to emphasize the importance of both market 


participants and trading venues having robust control structures in place to accommodate the 


scale and speed of modern business.  Whilst many respondents noted the importance of 


control structures being designed to suit the business in question, the importance of stress 


testing systems and algorithms before they are used in the live environment and the need to 
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ban clients being granted uncontrolled access to the markets by their intermediaries came 


through as important themes. 


 


A variety of views were expressed concerning the fees and charges imposed by trading venue 


operators for their products and services.  However, there was consistency among respondents 


that such fees and charges should be fair, transparent and non-discriminatory.  This applied 


across the spectrum from trading fees to data and co-location charges. 


 


Most respondents felt that existing regulatory provisions regarded market abuse remained 


valid.  However, a broad range of respondents stated that it was important for regulators to 


understand and adapt to the changing trading environment.  This ranged from ensuring 


regulators understood the latest developments in the market to making sure surveillance and 


information-sharing arrangements were sufficiently up-to-date. 


 


Numerous respondents also stated that it was important for any regulatory change to be based 


on thorough research and empirical evidence and cost-benefit analysis, rather than relying 


overly on anecdotal evidence.  A number of respondents noted that the Consultation Report 


contained a mix of references to empirical research, on the one hand, and anecdotal evidence 


on the other.  One respondent
82


 suggested that regulators should consider ex-post analysis of 


regulatory changes as a valuable tool (and in some instances the only available tool) for 


assessing the impact on market efficiency and integrity. 


 


In the remainder of this annex, the Technical Committee presents an overview of the 


responses to each of the Consultation Report‟s questions. 


 


Q1 What impact have the technological developments in the markets in recent years 


had on your own trading?  Has it encouraged, discouraged or had no impact on 


your willingness to participate on the lit markets, and how does this differ 


between asset classes and/or instruments? 


 


Over 80% of the respondents provided specific feedback to this question.  Responses showed 


a wide range of opinions on the impact of technology on markets although a large majority 


believed that technology, along with regulatory changes, had in general improved the 


efficiency and quality of markets and not hindered trading on lit venues.  Many focused on the 


role played by high frequency trading and algorithmic trading on markets.  A remark made in 


many responses, whether or not they had a sanguine assessment of the role of technology and 


HFT in markets, was that any policy initiative should be well - grounded robust empirical 


evidence
83


. 


 


A large majority of respondents (around two thirds) expressed a positive assessment of the 


impact of technology on financial markets.  Among the positive developments cited by those 


respondents were increased liquidity, more efficient price discovery, faster order execution, 


lower trading fees, better audit capabilities, greater transparency and better operational 


efficiency. Some of the respondents believed that competition among trading venues had 


resulted in improved investor choice.  Those most in favour of technological developments 
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were mostly sell-side investment firms, market operators and proprietary trading firms.  A 


market operator
84


 however stated that  


 


“Algorithmic trading techniques are presently widely used not only by sell-side market 


participants, but also increasingly by buy-side (institutional) participants to manage 


their order execution processes to enhance the quality of their executions.” 


 


Many responses from buy-side investors focused on the emergence of dark liquidity.  Dark 


pools were seen by some buy-side investors
85


 as complementary to and not substitutes for lit 


markets, with beneficial effects on the willingness to trade on lit markets.  Other buy-side 


investors
86


 instead believed that dark liquidity is a negative consequence resulting from the 


impossibility of trading in large sizes on lit markets (mostly because of HFT activity). 


 


Most of the respondents sharing a positive view highlighted that the overwhelming majority 


of the empirical evidence suggests that HFT has, if anything, improved market quality.  A 


respondent
87


 positively linked HFT with market fragmentation.  More specifically the 


respondent stated that  


 


“The problem of fragmented liquidity […] is effectively mitigated by HFT because it 


minimizes the price differences between the trading venues, thus promoting an 


integrated and efficient European financial market”. 


 


The rest of the respondents had either a neutral or very negative view on the impact of 


technology (and HFT in particular) on markets.  While recognizing some of the benefits 


identified above, these respondents stressed the emergence of costs associated with 


technology or HFT.  Increased complexity of the trading environment, mostly stemming from 


fragmentation, and the need to make costly technological investments in order to reap the 


benefits of this increased complexity (or even just to keep pace with others) were often cited.  


The difficulty in trading in large sizes and the increased market impact resulting from the 


presence of HFT were also often cited as causes of concern.  A buy-side trade body stated
88


 


that  


 


“it has become increasingly difficult to trade large scale orders as such orders are 


now much more quickly detected and utilized by HFTs. As a result, the importance of 


finding liquidity in dark venues has increased.” 


 


The shift toward less visible venues and the emergence of dark pools was also seen as the 


consequence of increased HFT participation on lit markets.  Finally some respondents 


complained about an uneven playing field due to different technological capabilities between 


firms having HFT capabilities and less technologically advanced investors. 


 


Q2 What are your views on the suggestion that proprietary trading firms (including 


HFT firms) that are not currently subject to registration/authorisation by a 
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regulator should be required to obtain such a registration/authorisation?  Are 


there specific regulatory requirements you believe such firms should face?  


 


To what extent do your answers differ if the proprietary trading firm accesses the 


market as the customer of an intermediary firm through DEA (i.e. under that 


intermediary’s trading rules/codes) rather than as a direct member of the market 


itself? 


 


Of the comment letters that were received in response to the Consultation Report, 40 


explicitly addressed this question in some manner.  Of these, seven supported 


registration/authorization without any form of qualification (17.5% of 40).  A further 18 


(45%) supported registration/authorization, but did so with qualifications of one form or 


another.  Ten respondents (25%) opposed the implementation (at least without further 


analysis) of a registration/authorization requirement for proprietary trading firms.  Five 


(12.5%) either supported greater controls or more study/consideration, but made no specific 


recommendation on registration/authorization. 


 


Those respondents who supported registration/authorization did not provide any specific 


evidence of harm, but believed strongly that such authorization was appropriate.  The 


comments of one respondent
89


 reflected a concern that regulation should prevent proprietary 


trading firms from remaining in what it described as the “shadow system”, and referred to the 


risks to which they exposed the market.  Another respondent‟s
90


 comments suggested that 


proprietary trading firms require similar organizational requirements that apply to other 


regulated investment firms, including capital and risk management requirements. 


 


A far greater variety of comments are contained in the 18 comment letters that generally 


supported registration or authorization of proprietary trading firms but did so with varied 


levels of qualifications and exceptions.  Many of these respondents distinguished between 


proprietary traders which accessed the markets directly and those which accessed the market 


through an intermediary (via one mechanism or another).  On this issue, respondents 


suggested a variety of regulatory responses, which often revolved around whether the method 


of accessing an exchange allowed for pre-trade risk controls and supervision.  For example, 


one trade association
91


 called for registration of proprietary trading firms that have access to 


exchange matching engines, but that firms who used the sponsored access services of an 


intermediary should not have to be registered.  Another trade association
92


 distinguished 


between those who access a market without any third-party pre-trade checks (i.e., naked 


access), which they believed should require authorization, and a customer who had access to 


the market through controlled DEA, which should not need to be authorized.  A market 


operator
93


 made similar comments, and noted that impeding HFT strategies may trigger 


counterproductive and unforeseen effects on market quality.  Several respondents supported 


registration, but only for firms above a certain threshold.
94


 


 


                                                 
89


 Societe Generale. 


90
 CFA Institute. 


91
 EBF. 


92
 SIFMA. 


93
 Deutsche Börse Group. 


94
 See AIMA, EFAMA, ICI. 







 


55 


 


Some trade associations revealed a split of opinion on how to address proprietary firms.  


One
95


 stated that common regulatory standards were a goal, but that there were different 


opinions among its membership on how that goal should be reached.  Another
96


 stated that 


“some of our members consider such an authorization unnecessary” [emphasis added]. 


 


Some respondents expressly called for a flexible response that takes into account market 


structure and oversight mechanisms. F or example, one trade association
97


 noted that there 


was a range of ways to achieve regulatory goals, noting the role that SROs (exchanges and 


FINRA) played in the United States, which allowed regulatory objectives to be achieved. 


 


Comments received in response to this question also revealed that some firms appear to 


continue to access markets without the pre-trade controls that were called for in the IOSCO 


DEA report.  For example, one firm
98


 commented: “Also we point out the wide range of 


regulatory inconsistency in relation to sponsored DEA controls globally.  For example, in the 


US, the exchanges specify the filter systems which a broker connect to when they provide 


access to sponsored clients.  Other jurisdictions are not clear as to the specific requirements 


of sponsored filters and no guidelines are given on filter specifications, particularly third 


party software systems. This topic requires a more full review and discussion of required 


principles.” 


 


The respondents who opposed registration or authorization stressed that a proprietary firm 


that accesses the market, even directly, will generally have a responsible clearing 


intermediary that applies pre-trade risk controls.
99


  Consistent with this focus on adequate risk 


management, a number of market operators
100


 focussed on ensuring adequate risk 


management at the exchange, clearing firm and proprietary trader levels.  One referred to the 


FIA‟s Market Access Working Group 2 recommendations on risk management for DEA.  


However, one firm
101


 stated that the fact that a proprietary firm might access the market via an 


intermediary‟s systems did not alter the need for it to be registered/authorised, which would 


allow for supervision around market abuse and organisational requirements. 


 


Several respondents called for further study of this issue, the issuance of guidelines or the 


development of high level principles that respected the different regulatory approaches taken 


in different jurisdictions.   


 


Q3 What recommendations, if any, would you propose to strengthen the regulatory 


requirements around pre- and post-trade risk controls?  In particular, what 


measures, if any, do you think regulators should introduce that relate specifically 


to the use of and risks posed by algorithmic trading and/or HFT? 


 


Approximately 75% of the respondents provided specific feedback to this question. 


Respondents shared common views on a number of relevant and practical issues related to 
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pre/post-trade risk controls. These included the following: 


 


 A robust regime of pre- and post-trade risk controls was generally regarded as a 


necessary condition for stable and orderly markets, especially in the modern, highly 


automated environment; 


 


 It was generally felt that there should be an internationally coherent ban on firms 


providing clients with direct sponsored access to the markets on an 


unfiltered/uncontrolled basis due to the risks it posed to market orderliness.  In this 


context broad support
102


 was expressed for the SEC Market Access rule 15c3-5, i.e. 


the ban on naked access and similar measures in other jurisdictions were proposed.  


Regarding the actual filters used to control direct electronic access. Broadly uniform 


standards on such filters were considered important under level playing field 


considerations.  It was also pointed out that additionally such filters ought to be 


appropriately calibrated and customized to fit the trading behavior of the individual 


client.  


 


 A post-trade consolidated tape, where it does not exist already, would help provide 


consistent data for use in post-trade risk controls, while a system such as a 


consolidated audit trail was advocated only by a limited number of respondents. 


 


Less agreement was found on whether regulators should be in charge of setting and enforcing 


a stronger level of pre and post-trade risk controls and whether this should be accomplished 


through setting high level principles or by a prescriptive mandatory regime.  Those supporting 


a principle-based approach
103


 suggested that a prescriptive regime would stifle innovation, be 


too static, as best practices are continually evolving and limit competition among trading 


venues that offer differentiated control structures.  Others believed that mandating a minimum 


level of risk control would be preferable and ensure a more consistent framework, and 


especially, limit the risky of regulatory arbitrage. In this context there are also diverging 


views as to the exact responsibilities of market operators versus investment firms.  Finally a 


number of respondents, referring to the US and European context, believed that risk controls 


applicable to trading firms and platforms were already adequate and there was no need to 


regulate in this area.  A respondent
104


 argued that trading firms, clearing houses and trading 


venues “…each have strong, independent pecuniary and reputational incentives to protect 


against market disruptions and, clearly, robust, multi-pronged risk management controls and 


supervisory procedures are critical elements in the collective effort to protect against such 


disruptions.”  Aside from business considerations, some respondents argued that investment 


firms must already ensure (e.g. in Europe) that there are effective procedures for risk 


assessment and control. 


 


The following issues in term of risk controls were mentioned that may deserve further 


principled or detailed guidance: 


 


 Documented internal control procedures; 
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 Appropriate testing of systems and algorithms and respective documentation; 


 


 Real-time controls on trading and clearing, including margin monitoring; 


 


 External and internal audits of operational risk management procedures; 


 


 Throttles for market operators to appropriately limit messaging traffic; 


 


 Order plausibility checks and limits in order to avoid “fat finger” mistakes; 


 


 Trade/order intervention capabilities (“stop button”); and 


 


 Mandatory and harmonized circuit breakers resp. volatility interruptions. 


 


Many, but not all respondents did not believe that a special regime for high frequency trading 


was warranted, because no significant material difference is seen between high frequency 


trading and “traditional” trading.  A considerable number of respondents were also of the 


view that no particular responsibility for market disruptions witnessed in the recent past can 


be attributed to high frequency trading.  Therefore the same regulatory regime should apply to 


all trading firms irrespective of their trading arrangements.  A market operator
105


 argued that 


“there is little evidence to suggest that HFT has been a cause of market disruption; indeed, in 


our experience as a market operator, smaller sized intermediaries are just as likely to enter 


erroneous orders.”   


 


However, a number of institutional investors suggested tighter regulation of high frequency 


and algorithmic trading; they proposed measures such as: minimum order resting times, 


minimum tick sizes, clear order to trade ratios or similar mechanisms that function as speed 


bumps or limits.  Also, increased disclosure of HFT activity was suggested, although without 


compromising anonymity. 


 


Some respondents
106


 opposed mandating regulatory authorities to review and to approve 


algorithms, citing the practical difficulty and questionable benefit of implementing such a 


requirement. 


 


Q4 To what extent do you believe the use of trading control mechanisms such as 


circuit breakers and limit-up/limit-down systems by trading venues should be 


mandated?  If you believe they should be mandated, should venue operators be 


permitted to design their own controls or should they be harmonised/coordinated 


across venues (including between interrelated instruments such as a derivative 


and its underlying)? 


 


Around 80% of the respondents provided specific feedback to this question.  Practically all 


respondents endorsed the importance of trading controls mechanisms.  A large majority of 


respondents shared the view that a regime of trading control mechanisms should be mandated.  


Many respondents noted that the large majority of trading venues (exchanges or alternative 


trading systems/multilateral trading facilities) already had in place a number of mechanisms 


for mitigating risks related to improper execution of orders or the disorderly interaction of 
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orders.  As an example, a respondent
107


 provided evidence that around 80% of the venues 


(regulated markets or MTFs) operating in Europe have trading control mechanisms in place.  


However, respondents did not agree on a specific mechanism that should be used.  Many 


favoured volatility mitigation mechanisms or limit up/limit down rules which would allow the 


market to calm down without halting it.  Trading halts, in their view, would severely limit 


market participants‟ ability to manage their risk. 


 


Most of the disagreement between respondents to this question lay in the extent to which a 


mandatory regime of trading venue control mechanisms should operate on a coordinated and 


harmonized basis across venues.  Half of the respondents argued in favor of a harmonized 


approach where uniform trading controls were in place.  A high degree of global 


harmonization through the issuance of global guidelines was needed to avoid arbitrage 


between trading venues including traditional exchanges and MTFs.  It was noted that in 


fragmented markets traders will often trade in multiple markets. Following this there was the 


possibility of trade disruptions in one market to be transferred to other markets.  As stated by 


one of the respondents
108


 a consistent application of circuit breakers “…would provide 


investors with assurance that, irrespective of where they trade, the same protections are in 


place.”  With the possibility of this in mind, many respondents argued against including 


interrelated instruments as they believed that it would be very complex to set up such 


controls.  One undisclosed respondent was in favour of extending trading halts to broker 


crossing systems. 


 


The other half of respondents argued against a harmonized approach.  Imposing a one-size-


fits-all mechanism would not be a sensible way forward. Instead of promoting a 


“monoculture” of a trading interruption framework, trading venues should be able to design 


their own controls to cover the specifics of their markets.  Further to this it was argued that a 


one-size-fits-all regime might lead to a lowering of existing standards and that harmonization 


could also be a huge source of risk.  Most of those respondents however, favored mandating 


minimum standards for control mechanisms while leaving their exact implementation to the 


individual venue.  The rationale provided for this view was that venues were best placed to 


design their own control systems and that it was an important element of differentiation 


among venues.  In addition, one venue operator
109


 argued against interlinking trading 


interruptions across venues on the grounds that these mechanisms were not able to separate 


local, market-specific causes from general market wide conditions.  As argued by another 


respondent
110


 “controls should not be harmonised across trading venues, as this would cause 


difficulties and a “one-size-fits-all” approach may not be appropriate for all products and 


circumstances. Instead each venue should be allowed to implement the trading controls that 


best suits their market and operating system.” 


 


In addition to the above, a handful of respondents argued in favour of trading venue operators 


having robust and clear policies for the handling of erroneous trades.  Such policies would 


reduce investors‟ uncertainty about their real exposure during very volatile periods.  As 


summarized by one respondent
111


 “… transparency and clarity in criteria is needed with 
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respect to the erroneous trade policy of each trading venue.   Participants need to have 


certainty on whether trades executed in a volatile market will stand or will be broken and in 


what circumstances.” 


 


 


 


Q5 To what extent do you believe market maker schemes offered by trading venues 


should be subject to mandatory minimum criteria?  Should the criteria be 


determined by the trading venue alone?  To what extent do you agree with the 


suggestion that the use of stub quotes should be prohibited? 


 


Approximately 70% of the respondents provided specific feedback to this question.  Over two 


thirds of the respondents to this question believed that market making obligations should be 


left to contractual agreements between trading venues and investment firms.  However, this 


group of responses included some qualified views. 


 


About half of these responses, largely from exchanges and from some sell side firms, were of 


the view that contractual arrangements should be left entirely to trading venues on the 


grounds that market making arrangements and liquidity provision are some of the dimensions 


on which trading venues compete.  A market operator
112


 stated that “…market maker schemes 


provide a differentiating factor for trading venues, and are usually carefully calibrated to 


reflect the nature of the market.”  As a result, regulatory authorities mandating a market 


making regime would reduce investor choice and stifle innovation by trading venues.  A 


possible reduction in liquidity offered by some firms was also cited as a possible unintended 


consequence of a mandatory regime.  ome other respondents expressed mixed views and 


suggested that although the fine details of a market making schemes offered by a trading 


venue should be left to the trading venue as part of its competitive offering, implementation of 


regulation in this area may also lead to a harmonization of standards that could ensure that the 


integrity of the term “market maker” is upheld, thus providing confidence to the investing 


community.  Exchanges would then be able to determined criteria based on those general 


harmonized principles. It would thus be for regulators and trading venues to coordinate efforts 


in order to appropriately regulate market makers.  Some respondents against a mandatory 


regime did not rule out regulatory oversight around the transparency and fairness of market 


making agreements between trading venues and investment firms. 


 


The vast majority of respondents did not support requiring HFT firms to become formal 


market makers.  However, a small number of respondents supported mandatory minimum 


criteria for market making, specifically referring to the case of high frequency firms acting as 


de facto market makers as a justification for their view.  A respondent
113


 linked market 


making obligations with privileges enjoyed by some HFT firms and stated that “…if HFT 


firms […] are afforded certain privileges that are not available to other investors, such as 


faster data access to exchange servers and/or mechanisms that allow them to see order flow 


before other market participants, then it would be appropriate to subject such firms […] to 


provide liquidity irrespective of the direction of market movements.”  One respondent 


suggested that market makers obligation should include some combination of the following: 


best price obligations, depth obligation and maximum quoted spread obligation.  Some of 


those respondents in favour of market making obligations argued however that any obligation 
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to quote must be accompanied by adequate incentives offered by regulators or trading 


venues.´ 


 


A respondent
114


 stressed how competition for liquidity provision is distorted by pricing 


schemes offered by trading venues.  More specifically the respondent complained that “…a 


worrying trend […] is for regulated markets acting as the Primary exchange to offer 


discriminatory pricing schemes where they look to incentivise this discretionary market 


making proprietary flow by offering fees or rebates that are far better than the tariff schedule 


for institutional client flow through a broker (the so-called “Maker/Taker” model).”  On a 


related topic, another respondent
115


 noted that “…the preferential treatment received by 


market makers have come at a price for investors through higher transaction costs […] with 


no benefits during times of great volatility.” 


 


Almost all respondents agreed on banning so-called stub quotes and many argued that an 


appropriate pre-trade risk controls regime (like price banding) already addresses the problem. 


Some respondents opined that market makers‟ quotes should be within a maximum distance 


from prevailing market prices. 


 


Q6 Do you have suggestions for improvements to regulators’ surveillance capabilities 


with respect to the markets and modern trading techniques?  Please elaborate. 


 


Who should bear the cost of investing in such capabilities and the cost of 


operating and supervising the markets in order to ensure fairness among market 


participants?  Please elaborate. 


 


Around 75% of the respondents provided specific feedback to this question.  Most 


respondents were of the view that changes in technology and market practices, as well as 


increased volumes and orders in more fragmented market call for a review and increase in 


regulators‟ capabilities in terms of human and technological capital to maintain the integrity 


of markets and the monitoring of market abuse. 


 


Many respondents believed that it was critical to improve and increase the level of 


cooperation between regulators, given the global scale of financial markets and the 


importance of cross-asset supervision.  Some respondents suggested that, where possible, a 


single authority should be in charge of market surveillance and supervision, for example a 


market operator
116


 suggested that “in the case of cross-borders market abuse, the European 


Securities and Markets Authority (ESMA) should be given greater monitoring and 


enforcement powers.” 


 


Increased consistency of transaction reporting data and format was also identified as potential 


important gain in improving market surveillance capabilities by reducing the cost and time 


implications for regulators of consolidating and analyzing information, while allowing firms 


and venues to adopt more consistent systems.  The development of consolidated tapes and 


consolidated audit trails were also cited as valuable tools to enhance regulators‟ capabilities. 


Standardization of market information was also proposed in order to reduce the cost and time 


implications for regulators of consolidating and analysing information.  The importance of 
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standardization in a global and fragmented market structure was for example set forward by a 


market operator
117


 that argued that “With an increasing volume of orders and trades in a more 


fragmented market […] market authorities should have adapted IT systems for market 


surveillance.  To facilitate the surveillance and communication, we would recommend market 


regulators have the same standards and similar IT protocol.  A solution to reducing the 


investment costs would be for market regulators to have the same systems.”  The development 


of consolidated tapes and consolidated audit trails (echoing similar proposals for post-trade 


risk control systems on question 3) were also cited as valuable tools to enhance regulators‟ 


capabilities. 


 


One respondent
118


 suggested that HFT firms should “…keep their algorithms during a 


sufficient period to permit to regulators to control them ex post”  


 


Although they fully appreciate the importance of ensuring that regulators have access to 


appropriate surveillance tools, many buy-side firms stressed that careful consideration should 


also be given to the cost benefit analysis of such initiatives to ensure that regulatory goals are 


met as efficiently as possible.  In this context some respondents questioned the need for real 


time reporting to regulators for market abuse monitoring purpose. 


 


The large majority of respondents believed that the costs incurred by regulators for improved 


market surveillance should be equally shared amongst all stakeholders active on the financial 


markets.  A smaller number of respondents suggested that such funding should be borne by 


market participants on the basis of their actual activity on the markets – e.g. the introduction 


of charges on the basis of amount traded or the number of messages sent to a trading venue.  


In this context taxation of co-location use was also proposed
119


. 


 


Q7 What do you perceive as the major causes of settlement indiscipline and 


settlement failures?  What steps, if any, do you believe regulators should take to 


address these causes? 


 


Around 60% of the respondents provided specific feedback to this question.  The vast 


majority of respondents to this question did not identify any link between HFT activity and 


settlement indiscipline, with several noting that most HFT firms aim to finish the trading day 


with a flat position and so are generally insignificant from a settlement perspective. For 


example a European market operator
120


 stated that “…intra-day traders rarely hold a large 


inventory of stock, and therefore their trades rarely go through to the settlement process […] 


approximately 98.4 per cent of all trades settle within four days of the Intended Settlement 


Date […] for all securities that trade on the London Stock Exchange, and over 99 per cent of 


trades settle by the ISD in Italy.” 


 


One respondent
121


, on the contrary, specifically linked settlement indiscipline with HFT 


trading. More precisely the respondent argued that “…trading strategies which expressly 


intend the bulk of posted offers and bids to be withdrawn rather than fulfilled are unhelpful 


for disciplined markets where settlement failures are minimised”. 
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Several respondents noted factors they perceived as important in settlement indiscipline.  


These included: processing and static data errors; problems locating stock/naked short 


selling
122


; indiscipline on the part of underlying clients; and it being relatively cheap to fail 


(i.e. limited enforcement of settlement requirements). 


 


Possible solutions put forward to combat settlement problems included: harmonising 


high-level settlement rules internationally; shortening and/or harmonising settlement cycles; 


improving communication protocols to help avoid communication errors; banning naked short 


selling and/or imposing a stock locate rule; ensuring robust post-trade architectures with 


sufficient capacity were in place; requiring trading venues to have clearer policies around the 


cancellation of trades that were consider erroneous or inappropriate; and requiring that 


tougher fining regimes be put in place.  For example an investment firm
123


 suggested the 


introduction of a fee for the benefit of the party suffering from the late delivery. 


 


A clearing bank
124


 noted that in the European cross-border settlement context “…the 


implementation of Target2 settlement is good step in the right direction.” Similarly the 


Federation of European Securities Exchanges noted that ”… regulators are already taking the 


necessary steps to address settlement indiscipline and failures in the context of the European 


Commission legislative proposal on CSDs.” 


 


Q8 Have the appropriate steps been taken to limit or manage conflicts of interest 


that arise where an investment firm simultaneously conducts client-serving 


activities and proprietary trading or a trading participant is also a shareholder in 


a venue on which it trades?  If you believe conflicts management is inadequate, 


please explain how this manifests itself and any recommendation you have for 


how conflicts management could be improved. 


 


Around 60% of the respondents provided specific feedback to this question.  Most 


respondents to this question believed that, in most countries, the current regulatory framework 


was adequate to address conflicts of interest in investment firms when acting both on behalf 


of clients and on a proprietary basis.  


 


In Europe, for example, provisions related to best execution and inducements were cited as 


appropriate elements of the existing regulatory regime.  Similarly, some respondents argued 


that trading venues sponsored by market participants must already have organisational 


requirements to manage conflicts of interest.  


 


A trade body stated that “In Europe, there are already measures in place to deal with conflicts 


of interests. MiFID requires European investment firms to manage properly their potential 


conflicts of interest and disclose them to their clients. […]  In addition, following the 


introduction of MiFID, the Inducement rule and Best Execution policies have been designed 


and implemented to protect clients’ interests and mitigate any conflicts.” 
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One market operator
125


 suggested that within reasonable limits on the ownership of a trading 


venue by a single market participant, the risk for conflicts of interest is limited.  But, as an 


alternative, some respondents argued that constant supervision and enforcement of existing 


controls were preferable to reforming the regulatory framework, and emphasised the 


importance of more disclosure and transparency towards clients and market participants.  In 


addition, many of the respondents argued that limiting the development of alternative trading 


venues sponsored by market participants would stifle competition and investor choice.  On 


this issue an investment firm
126


 stated that “User-owned market infrastructure companies 


have been important drivers of market innovation, providing an independent and neutral 


venue to deliver benefits such as increased automation and efficiency of trade processes, 


electronic trading of new products and systemic risk reduction through mechanisms such as 


clearing.” 


 


A significant minority number of respondents were concerned about the current regulatory 


regime regarding payment for order flow and maker-taker pricing schemes.  As part of this, 


one respondent added that all trading venues should disclose the amount paid out to liquidity 


providers arising from maker-taker pricing regimes.  A market operator
127


 suggested that 


“user-shareholders of platforms publicly disclose on a monthly basis the volumes routed to 


the platforms in which they have a shareholding” and that “user-owned MTFs publicly 


disclose on a regular basis the number of investigations conducted and sanctions taken on the 


platform.”  In the absence of such a disclosure regime, limits should be placed on the 


ownership of platform users.  In addition, three respondents
128


 were concerned with the 


practice of internalisation by banks and the inherent conflict of interest to which this practice 


could give rise. 


 


Q9 Do you think existing laws and rules on market abuse and disorderly trading cover 


computer generated orders and are relevant in today’s market environment? 


 


Around 75% of the respondents provided specific feedback to this question.  Of the 


respondents to this question, half expressly stated that existing market abuse provisions were 


wholly or largely sufficient for today‟s markets.  For example for the US context a market 


operator
129


 stated that “The existing statutory authority in the U.S., which following changes 


arising from the Dodd-Frank Act, includes amended market manipulation rules and new rules 


regarding disruptive trading practices, complement the pre Dodd-Frank rule set and provides 


more than adequate authority to address market abuses and intentional or reckless conduct 


that is disruptive to the market, including conduct arising from automated trading systems.”  


A similar opinion was provided by another market operator
130


 with respect the European 


regulatory framework. 


 


However, approximately a quarter of respondents advised that existing market abuse 


regulations should be reviewed to ensure they were appropriately up-to-date, or that guidance 
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(for example on the definition
131


 of some possibly abusive practices) could be provided to the 


existing provisions to ensure it was clear how they related to today‟s markets.  For example a 


market operator
132


 suggested that the current regulatory regime would benefit from greater 


harmonization and by widening the scope of suspicious transactions to suspicious orders and 


OTC transactions. 


 


A small number of respondents felt that high-speed trading could give rise to new or updated 


forms of abuse, including quote stuffing, spoofing, and the submission of ghost liquidity.  A 


respondent
133


 clearly complained that any trading activity “…which involves posting large 


numbers of bids and offers, the bulk of which are withdrawn – and were never intended to be 


fulfilled but were only placed to gain market knowledge – must be market abuse.” 


 


Several respondents argued that better cross-market surveillance was needed, delivered either 


by trading venue operators or, more commonly, statutory regulators.  One respondent
134


 also 


suggested that the scope of market abuse rules should cover also commodity markets. 


 


Two respondents specifically noted that flash orders should be banned.  One of these also 


stated that firms should be banned from hunting rebates (defined as identifying when a 


participant on one side of the order book is about to cross the spread and stepping in front of 


the resident best order on the opposite side by offering a marginally better price). 


 


Q10 Are there any strategies employed by HFT firms that raise particular concerns? 


If so, how would you recommend that regulators address them? 


 


Around 60% of the respondents provided specific feedback to this question.  A majority of 


respondents to this question did not express particular concerns regarding the strategies 


employed by HFT firms or those based on low latency.  The generally shared view was that 


so-called HFT strategies were not new to financial markets but, rather, were pre-existing 


strategies that were simply leveraging HFT technology.  To add to this, many respondents 


argued that HFT could not be equated to market abuse. 


 


Some respondents expressed instead concerns that HFT may offer the possibility to engage in 


abusive practices on a large scale.  Other respondents
135


 were concerned with liquidity 


seeking strategies, strategies that generate very high order cancellations and/or strategies 


exclusively aimed at seeking the rebates offered by trading venues to liquidity providers. 


 


Rather than complaining about specific strategies, a handful of respondents
136


 stressed the 


unfairness of flash order functionality, which gives certain market participants a competitive 


advantage over others in viewing trading interests and which requires the participant to have 


low latency technology in place.  Two buy-side respondents
137


 suggested that all strategies 


involving high cancellations rates should be a focus for significant regulatory attention. 
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Finally one respondent highlight to IOSCO the practice of (sub-penny) arbitrage, whereby 


HFTs buy and sell stocks purely with the interest of optimizing rebates received from trading 


venues.  Given rebates are supposed to be paid to selected market participants for providing 


(as opposed to taking) liquidity, we consider further research is required to examine the 


impact of this practice against the broader definition of liquidity.  It could be perceived that 


the liquidity offered by this strategy is not meaningful as it only seeks to „get ahead‟ of 


existing liquidity. 


 


Q11 Should charges or fees be imposed on messages, cancellations or high order-to-


trade ratios? If so, how should the fees or charges be determined and on what 


basis? 


 


Although a number of respondents were in favour of imposing charges, the majority believed 


that trading venues should retain full responsibility for the setting of charges associated with 


messages, cancellations or high order-to-trade ratios.  Some respondents
138


 noted that many 


venues already have in place arrangements that discourage or limit excessive messaging to the 


trading system.  


 


A number of respondents however were in favour of imposing such charges.  


 


One respondent noted that the perceived increase in order-to-trade ratios and the frequent 


revision of quotes was also a reflection of the changing trading environment, and that there 


were perfectly legitimate reasons for placing and subsequently cancelling orders given the 


developments in technology and the rapid speed of information signals.  Some respondents 


also noted that the introduction an inappropriate regulatory regime related to such 


charges/fees might have unintended consequences in terms of liquidity as it might fall 


disproportionately on liquidity providers. 


 


Some respondents
139


 believed that full transparency of trading fees should be pursued and that 


the structure of trading fees, rather than charges on cancellations or messages sent, should be 


the focus of regulators. 


 


Q12 Should market operators be required to make their co-location services available 


on a fair and non-discriminatory basis? 


 


Practically all the respondents to this question agreed on the principle of fair and non-


discriminatory offering of co-location services.  A couple of respondents
140


 noted that, in 


some regulatory regimes (e.g. Europe and the USA), the requirements for fair and non-


discriminatory access already effectively applied to the offering of co-location services.  One 


respondent
141


 suggested that “the obligation to make co-location services available on a fair 


and non-discriminatory basis has to apply to all co-location providers and not only to market 


operators.” 
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Some respondents argued that co-location should also be offered at a reasonable cost, and that 


there should be clear and transparent procedures for the allocation of space in co-location 


facilities.  One respondent argued that, as part of this, regulators should be in charge of 


supervising co-location facilities. 


 


A minority of respondents stressed that co-location violated the principle of fair and 


non-discriminatory access to the market.  In contradiction to this, one respondent argued that 


co-location services leveled the playing field between participants by allowing everyone who 


wished to locate at an equal distance from the given trading venue‟s matching system. 


 


Q13 Should market operators be required to provide testing environments to enable 


participants in stress test their algorithms? If so, what kind of minimum 


requirements are reasonable? 


 


Around 70% of the respondents provided specific feedback to this question.  All the 


respondents
 
to this question believed that the stress testing of algorithms was beneficial for 


market stability and resiliency.  However, opinions were split between those advocating 


regulatory intervention to establish minimum requirements for the provision of testing 


facilities and those who felt the specification of such services should be left to trading venues 


and participants to determine.  Many respondents noted that this type of testing service was 


already offered by many trading venues, although some warned that test environments would 


always have limitations in terms of their ability to synthesize realistically the live trading 


environment. 


 


A respondent
142


 stressed that testing environments provided by some exchanges are 


prohibitively expensive.  Another respondent
143


 argued that the service should be provided by 


the trading venue at a reasonable cost. 


 


Q14 To what extent do you have other comments related to the risks to market 


integrity and efficiency raised by the issues in this report?  


 


The vast majority of respondents provided answers to this question, with a very broad range 


of issues being raised (some of which related to preceding questions).  These included, but 


were not limited to, the following: 


 


 Impact of algorithmic trading: Numerous comments were provided on the impact of 


algorithmic trading, ranging from it being a natural evolution of the markets that aids 


all participants (directly or indirectly) to it presenting a threat to price formation and 


market stability, and it being reflected in the Flash Crash.  However, on balance, most 


respondents felt that technological developments, including algorithmic trading, had 


been positive; 


 


 Minimum resting times for orders: two respondents
144


 argued for minimum order 


resting times, with indicative resting periods suggested of 1 second to 15 seconds.  


Conversely, three respondents
145


 specifically stated that minimum resting times should 
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not be imposed, with a further two noting that the ability to interact quickly with the 


order book was important for them to be able to provide liquidity; 


 


 Naked sponsored access: three respondents
146


 stated in response to this question that 


naked sponsored access should be banned. No respondent specifically commented to 


the contrary; 


 


 Co-location: One respondent felt that trading venue operators were or might be 


charging monopolistically for space in their co-location facilities; 


 


 Tick sizes: A small number of respondents commented on tick sizes.  Two felt that 


they should be set by the market.
147


  One respondent said they could be set by a 


regulatory authority (specifically, in this case, the European Securities and Markets 


Authority).
148


  Another respondent
149


 commented that it was in favour of tick size 


harmonization to help with the management of operational risk and to mitigate a “race 


to the bottom”. 


 


 Data issues: One respondent felt greater information should be provided to investors 


on how their orders were being handled, and another felt information should be 


provided on how client order data was handled/used by intermediaries (including 


when/why it would be provided to third parties).  One respondent made a general 


comment that, in order to maintain market integrity and efficiency, it was important 


for data standards to improve in the markets generally.  Another respondent stated 


that, in a fragmented market, issuers lacked the data/information to be able to assess 


investor interest in their securities. 
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Annex 2 Principles for Dark Liquidity 
 


The Technical Committee believes that it would be appropriate for member jurisdictions to 


consider the principles set forth below regarding the regulation of their markets, including the 


regulation of dark pools and dark orders.  Two of the principles relate to transparency of 


trading activity to the public, with a further four principles also warranting consideration by 


regulators: priority of transparent orders, reporting of trade information to regulators, 


information available to market participants and the regulation of the development of dark 


pools and dark orders. 


 


In general, the principles are designed to: 


 


 minimise the adverse impact of the increased use of dark pools and dark orders in 


transparent markets on the price discovery process by generally promoting pre-trade 


and post-trade transparency and encouraging the priority of transparent orders; 


 


 mitigate the effect of any potential fragmentation of information and liquidity by 


generally promoting pre-trade and post-trade transparency and consolidation of such 


information; 


 


 help to ensure that regulators have access to adequate information to monitor the use 


of dark pools and dark orders for market monitoring/surveillance purposes and to 


enable an appropriate regulatory response to market developments; and 


 


 help to ensure that market participants have sufficient information so that they are able 


to understand the manner in which orders will be handled and executed. 


 


Despite the concept of dark pools differing across jurisdictions, the Technical Committee 


notes that the following principles provide a starting point for consideration and analysis by 


regulators.  The Technical Committee also recognises that some jurisdictions are reviewing 


their regulatory regimes surrounding dark pools and dark orders.  Consistent with its 


statement in the Transparency Report that the same approach may not be suited to all 


platforms or types of trading,
150


 the Technical Committee notes that implementation of the 


principles may vary according to the type of trading and platform. 


 


Topic 1: Transparency to Market Participants and Issuers 


 


Principle 35 of IOSCO's June 2010 Objectives and Principles of Securities Regulation report 


states that “Regulation should promote transparency of trading.”
151


  Section 13.5 


(Transparency of Trading) of IOSCO‟s February 2008 Objectives and Principles of Securities 


Regulation report stated:
152


 


 


 Ensuring timely access to information is a key to the regulation of secondary 


trading.  Timely access to relevant information about secondary trading allows 
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investors to better look after their own interests and reduces the risk of 


manipulative or other unfair trading practices; 


 


 Where a market permits some derogation from the objective of real-time 


transparency, the conditions need to be clearly defined; and 


 


 The market authority (being either or both of the exchange operator and the 


regulator) should, in any such event, have access to the complete information to 


be able to assess the need for derogation and, if necessary, to prescribe 


alternatives. 


 


Furthermore, the Transparency Report noted:
153


 


 


 The more complete and more widely available is trading information, the more 


efficient the price discovery process should be, and the greater the public‟s 


confidence in its fairness. 


 


 The interest of individual market participants and their customers in transparency 


levels varies and regulators need to assess the appropriate level of transparency in 


any particular product market with considerable care. 


 


(a) Pre-trade transparency 


Principle 1:  The price and volume of firm orders should generally be transparent to the 


public.  However, regulators may choose not to require pre-trade transparency for certain 


types of market structures and orders.  In these circumstances, they should consider the 


impact of doing so on price discovery, fragmentation, fairness and overall market quality. 


 


Pre-trade transparency involves a market participant making a bid or offer (e.g., price and 


volume), thereby giving information to the market.  The cost of taking the risk and providing 


information to the market is offset by the possibility of finding a contra-side and, in the case 


of maker/taker exchanges, by monetary compensation when an order is executed. 


  


Pre-trade transparency plays an important role in mitigating the potentially adverse impact of 


market fragmentation (which, as noted previously, is a natural result of broader market 


developments rather than a direct consequence of dark trading) as well as in promoting the 


efficiency of the overall price formation process and providing information to market 


participants to enable them to obtain the best terms of execution.
154


  Pre-trade transparency 


provides a further role by providing information to market participants of trading 


opportunities that they may be able to utilise. 


 


With regard to dark pools and dark orders, regulators should clarify the types of orders that 


will be considered firm orders.  For example, actionable IOIs
155


 are intended to attract 


immediately executable order flow to the trading venue and present a unique issue that 
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regulators should examine.  Regulators should consider treating actionable IOIs as firm public 


quotes, which should as such be displayed. 


 


With respect to pre-trade transparency, the Technical Committee: 


 


 notes that, although dark liquidity has long existed as a way for traders to 


preserve anonymity and execute orders with minimal market impact, the 


automation of dark pools and their widespread availability are a more recent 


phenomenon; moreover, the business strategies behind the use of dark liquidity 


have changed (e.g., some users of dark pools break-up large orders into smaller 


ones); 


 


 recognises that different market segments have different trading needs 


depending on the type of order (e.g. large orders may incur market impact costs 


if subject to full pre-trade transparency obligations); 


 


 acknowledges these needs, and therefore suggests that it may be appropriate to 


have different levels of pre-trade transparency apply to different market 


structures or different order types; and 


 


 recognises that pre-trade transparency is an issue under review in many 


jurisdictions. 


 


Regulators may choose not to require pre-trade transparency for certain types of market 


structures (e.g. call markets, reference-pricing venues) or certain types of orders (e.g. large 


orders of institutional investors that do not wish such orders to be displayed), taking into 


account the impact on price discovery, fragmentation, fairness and overall market quality 


considering in particular the relative overall proportion of dark trading compared to lit 


trading.
156


 


 


In general, however, regulators seek to promote a trading system that fosters order interaction, 


takes into account the costs and benefits to investors of limited pre-trade disclosure and seeks 


to ensure that all investors, in particular retail investors, receive best execution.  Regulators 


should thus continually monitor the use of dark pools and dark orders in transparent markets 


to consider whether there are potential risks to the price discovery process. 


 


(b)  Post-trade transparency 


 


Principle 2:  Information regarding trades, including those executed in dark pools or as a 


result of dark orders entered in transparent markets, should be transparent to the public.  


With respect to the specific information that should be made transparent, regulators should 


consider both the positive and negative impact of identifying a dark venue and/or the fact that 


the trade resulted from a dark order. 


 


Post-trade transparency is the dissemination of information about trades to the public after the 


trade has occurred.  As stated earlier, post-trade transparency is important for the price 


discovery process and the efficient functioning of markets.  For example, reduced information 
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asymmetries provide investors a better informed view of the market, improve the price 


discovery process and have a potentially positive effect on market liquidity, thus enhancing 


market confidence.  Post-trade transparency can play a role in mitigating the potential 


negative impact of market fragmentation
157


 by revealing which market has offered the best 


price. 


 


The Technical Committee noted in section 13.3 (Securities Exchanges and Trading Systems) 


of IOSCO‟s February 2008 Objectives and Principles of Securities Regulation report that 


“Information on completed transactions should be provided on the same basis to all 


participants. Full documentation and an audit trail must be available.”
158


  Whilst this reference 


was made in relation to exchanges primarily, it is equally applicable to other types of trading 


platforms.  As noted above, the importance of providing such information aids in the price 


discovery process. 


 


The Technical Committee notes that dark pools in many jurisdictions are already required to 


publicly disclose information about executed trades.  This information does not, however, 


necessarily identify the trading venue on which the trade was executed.  Regulators should 


consider whether it is appropriate to require the identity of the dark pool operator to be 


revealed and, if so, how (e.g. trade by trade and real time; trade by trade and end of day; or 


end of day and aggregate volumes in individual stocks). 


 


In this context, clear reporting rules and standards, including certainty about which party to a 


trade should report the trade, may assist regulators in ensuring post-trade information is 


accurate, complete and comparable.  In addition, regulators should consider the benefits of 


having a consolidated tape to report all trades from all venues, both lit and dark. 


 


Topic 2: Priority of Transparent Orders 


 


Principle 3: In those jurisdictions where dark trading is generally permitted, regulators 


should take steps to support the use of transparent orders rather than dark orders executed on 


transparent markets or orders submitted into dark pools.  Transparent orders should have 


priority over dark orders at the same price within a trading venue. 


 


Regulators that generally permit dark trading in their jurisdiction should look at ways to 


incentivize market participants within the regulatory framework to use transparent orders.  


The phrase in the principle, rather than dark orders, does not necessarily mean that dark 


orders in all cases should be discouraged.  Rather, the key interest is in taking steps to help 


ensure that there are adequate transparent orders in the marketplace.  This might be 


facilitated, for example, by providing for trade through protection for transparent orders.  


Dark orders that interact with the open orderbook should generally match with other 


undisplayed and displayed orders according to the price-visibility-time priority.
159


  The 


promotion of transparent orders helps to ensure that sufficient liquidity remains in transparent 
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markets to support the price formation process and the orderly overall functioning of equity 


markets. 


 


In determining whether incentives for displayed orders are appropriate, regulators should take 


into account the nature of the equities market and its operating rules and the pre- and post-


trade transparency regime.  Regulators may also wish to consider the interaction of orders 


between and within venues.  Thus, for example, rather than incentivising the use of 


transparent orders on transparent markets, regulators may choose to have limited exceptions 


to pre-trade transparency (e.g. by limiting waivers in those jurisdictions in which they are 


available). 


 


Topic 3: Reporting to Regulators 


 


Principle 4: Regulators should have a reporting regime and/or means of accessing 


information regarding orders and trade information in venues that offer trading in dark pools 


or dark orders. 


 


In order to understand the market structure issues posed by dark pools and to monitor trends 


in trading and trading behaviour for regulatory purposes, it is important that regulators have 


access to accurate, timely and detailed information regarding trades executed through dark 


pools, as well as dark orders traded on transparent markets.  Important objectives include (1) 


seeking to ensure the ability of a regulator to monitor and detect trading activity across 


markets and products that may give rise to market integrity issues; and (2) seeking to ensure 


that the regulator possesses a sufficient level of detail and aggregation of order and trading 


data across markets/products so that it can reliably identify the nature of the trading activity 


and market developments and properly monitor the development of dark pools and dark 


orders in their jurisdictions.  Key information would include the price, symbol, volume, 


parties to the trade and the venue upon which the trade was executed.  The Technical 


Committee notes that in general, regulators already have the authority to request information 


regarding trades conducted in dark pools or resulting from dark orders.  


 


It is particularly important for regulators to have access to accurate information regarding the 


volume of trading that occurs in dark pools as well as the volume of trading that occurs as a 


result of dark orders executed on transparent markets.  In many cases, dark pool operators 


make public volume statistics that could be interpreted as misleading as they may include 


routed orders to other trading centres or other forms of “double counting.”  Accurate reporting 


to regulators or access of regulators to information should help to discourage such misleading 


practices. 


 


Regulators should therefore require that information recorded and provided to them accurately 


reflects the trading conducted in dark pools and dark orders in transparent markets, and that 


trading facilities provide such information in a timely fashion and using common conventions 


(e.g., how to treat orders that are routed away for execution). 


 


Regulators may wish to use this information for a number of purposes, including assisting in 


tracing orders for market monitoring/surveillance purposes. 


 


The Technical Committee notes that these regulatory purposes may be achieved by different 


ways.  For example, information could be provided to regulators on an ongoing basis or upon 


request.  In determining the appropriate regime, regulators should consider the nature of the 


particular market and the applicable pre- and post-trade transparency regime. 
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Topic 4: Information Available to Market Participants about Dark Pools and Dark 


Orders 


 


Principle 5:  Dark pools and transparent markets that offer dark orders should provide 


market participants with sufficient information so that they are able to understand the manner 


in which their orders are handled and executed. 


 


It is important that market participants understand the way in which dark pools and dark 


orders in transparent markets operate. 


 


In its February 2008 Objectives and Principles of Securities Regulation report, the Technical 


Committee noted, in relation to order routing and trade execution, that: 


 


“[t]he system's order routing procedures must be clearly disclosed to the regulator and 


market participants.  They must be applied fairly and should not be inconsistent with 


relevant securities regulation (e.g. client precedence or prohibition of front running or 


trading ahead of customers).  The order execution rules must be disclosed to the 


regulator and to market participants.  They must be fairly applied to all participants.  


The rules and operating procedure governing these matters should be available to 


market participants.”
160


 


 


Dark pools or transparent markets offering dark orders should help ensure that market 


participants are provided with detailed explanations of: 


 


 how trading occurs;
161


  


 


 how dark orders interact with transparent orders; 


 


 which orders have priority;  


 


 whether IOIs are disseminated, what information they include and to whom they 


are disseminated; and 


 


 policies and procedures that are intended to facilitate the management and 


disclosure of conflicts of interest and that provide clarity around who has access to 


information about the dark pool and/or dark orders. 


 


This information should be provided to market participants so that every participant has the 


tools necessary to understand the nature and risks of trading in that market. This will facilitate 


informed decision making regarding potential trades. It will also help to ensure that trading is 


                                                 
160


  IOSCO Objectives and Principles of Securities Regulation, IOSCO, February 2008, page 44, fn 153. 


161
  For example, trading facilities should be clear about the level of anonymity given to the participant's 


orders, whether anti-gaming controls are in place, whether IOIs are allowed and the types of 


information contained in the IOI, what type of order flow populates the dark pool and the nature of the 


interaction between client and proprietary order flow.  Comprehensive lists of questions are contained in 


a number of publications, for example, Greenwich Associates, The Top Ten Questions for Dark Pool 


Providers, July 2008; ITG, Are You Playing in a Toxic Dark Pool?  A Guide to Preventing Information 


Leakage, June 2008; Aité Group, Dark Pools 2009, Not so Dark Anymore, September 2009; and TABB 


Group, Trading in the Dark in Europe: Choice and Complexity on the Cusp of Change, October 2009. 
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conducted in a fair, orderly and efficient manner. Such information should be provided in 


trading manuals, policies and procedures and rulebooks for trading facilities that offer dark 


orders and dark pools.
162


  


 


Regulators should consider requiring appropriate disclosure of information to market 


participants by dark pool operators and operators of transparent markets that offer dark orders. 


Furthermore, regulators should consider whether to examine/inspect such operators 


(periodically or on a "for cause" basis) concerning the disclosure to market participants of 


material information as described above. 


 


 


Topic 5: Regulation of the Development of Dark Pools and Dark Orders 


 


Principle 6:  Regulators should periodically monitor the development of dark pools and dark 


orders in their jurisdictions to seek to ensure that such developments do not adversely affect 


the efficiency of the price formation process, and take appropriate action as needed. 


 


In its 2006 report entitled Regulatory Issues Arising from Exchange Evolution
163,


 the 


Technical Committee noted that: 


 


 Regulatory authorities should have adequate arrangements to keep the changing 


market environment under review and to identify emerging issues in a timely 


fashion; 


 


 Regulatory authorities should assess whether the changes being made by 


exchanges require any adjustments to the regulatory framework for an individual 


exchange or for exchanges generally, and should address any such need for 


changes promptly; and 


 


 Regulatory authorities should carefully assess the impact on resources of any 


changes to the regulatory model for exchanges, and ensure that the core regulatory 


obligations and operational functions of exchanges are appropriately organised 


and sufficiently resourced.
164


 


 


Whilst these comments were originally made in relation to competing exchanges, they equally 


apply to dark pools and orders.  As more dark pools evolve and equity market structures 


continually change, it is important that regulators monitor the development of dark pools to 


evaluate whether they do not adversely impact on the price discovery process.  Moreover, as 


discussed in topic 3, it is important for regulators to monitor the level of trading being 


executed through dark pools along with the volume of dark orders being executed on 


                                                 
162


  The Technical Committee recognises that it is equally important for a market participant to understand 


their intermediary‟s smart order routing logic, since it may direct customer orders to one or more dark 


pools, or may direct dark orders. Thus, although it is beyond the scope of this project and the remit of 


SC2, it is good practice for regulators to consider appropriate intermediary disclosure obligations to 


market participants regarding how and when orders, placed by the intermediary on behalf of its 


customers, may be handled (manually or electronically), including when their orders may be dark or 


directed to dark pools. 


163
  See Regulatory Issues Arising from Exchange Evolution, Report of the Technical Committee of IOSCO, 


November 2006, available at http://www.iosco.org/library/pubdocs/pdf/IOSCOPD225.pdf.  


164
 Ibid. at page 31. 



http://www.iosco.org/library/pubdocs/pdf/IOSCOPD225.pdf
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transparent markets to help ensure that sufficient liquidity is being displayed on transparent 


markets. Where regulators are concerned that the development of dark trading may adversely 


impact the price discovery process, they should take appropriate action to address such a 


distortion.  Such steps could include a review of the regulatory framework under which the 


execution of dark orders may take place with the goal of increasing pre-trade transparency.  


This could lead, in some jurisdictions, to a reduction of such dark orders. 
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Annex 3 Principles for Direct Electronic Access 
 


Pre-Conditions for DEA 


 


The principles in this category all deal with what steps should be taken before DEA is granted 


to a customer and clarifies the ultimate responsibility for DEA arrangements. 


 


(1) Minimum Customer Standards 


 


Intermediaries should require DEA customers to meet minimum standards, including that: 


 


 Each such DEA customer has appropriate financial resources; and 


 


 Each such DEA customer has appropriate procedures in place to assure that all 


relevant persons: 1) are both familiar with, and comply with, the rules of the market; 


and 2) have knowledge of and proficiency in the use of the order entry system used by 


the DEA customer. 


 


Market authorities should have rules in place that require intermediaries to have such 


minimum customer standards. 


 


This principle addresses risks associated with allowing access to markets outside of the 


infrastructure or control of the market intermediaries‟ traditional risk management approach.   


It indicates that appropriate due diligence should be carried out when granting DEA and that 


customers should have knowledge of market rules and the order entry system to avoid the 


potential of negatively impacting market integrity. 


 


(2) Legally Binding Agreement 


 


There should be a recorded, legally binding contract between the intermediary and the DEA 


customer, the nature and detail of which should be appropriate to the nature of the service 


provided.  Each market should consider whether it is appropriate to have a legally binding 


contract or other relationship between itself and the DEA customer. 


 


This principle addresses the need to enter into a written agreement between the market 


participant and customer to whom DEA is granted.  The purpose of the contract is to restrict, 


condition or otherwise control how those customers will use the intermediary‟s infrastructure 


to transmit orders, as well as to seek to ensure that there is compliance with market rules. 


 


(3)  Intermediary‟s Responsibility for Trades  


 


An intermediary retains ultimate responsibility for all orders under its authority, and for 


compliance of such orders with all regulatory requirements and market rules.   


 


In those jurisdictions where a DEA customer is permitted to sub-delegate its direct access 


privileges to another party (a sub-delegatee), the intermediary continues to be ultimately 


responsible for all orders entered under its authority by the sub-delegatee and should require 


the sub-delegatee to meet minimum standards set for DEA customers in general.  There 


should be a recorded, legally binding contract between the DEA customer and the sub-







 


77 


 


delegatee, the nature and detail of which should be appropriate to the nature of the service 


provided.  


 


Principle 3 addresses the issue of the ultimate responsibility for DEA arrangements, including 


where access rights are sub-delegated to a third party. 


 


Information Flow 


 


(4) Customer Identification 


 


Intermediaries should disclose to market authorities upon request and in a timely manner the 


identity of their DEA customers in order to facilitate market surveillance.  In those 


jurisdictions where sub-delegation is permitted, the intermediary also has such responsibility 


to the market authorities with respect to any sub-delegatees. 


 


This principle is designed to ensure that market authorities have the ability to identify the 


source of orders or trades to facilitate market surveillance and enforcement of market rules. 


 


(5) Pre and Post-Trade Information 


 


Markets should provide member firms with access to relevant pre- and post-trade information 


(on a real time basis) to enable these firms to implement appropriate monitoring and risk 


management controls. 


 


Principle 5 is designed to ensure that intermediaries are provided with the relevant pre- and 


post-trade information so that they can take the appropriate steps to manage their risks. 


 


Adequate Systems and Controls 


 


(6) Markets 


 


A market should not permit DEA unless there are in place effective systems and controls 


reasonably designed to enable the management of risk with regard to fair and orderly trading 


including, in particular, automated pre-trade controls that enable intermediaries to implement 


appropriate trading limits.   


 


(7) Intermediaries 


 


Intermediaries (including, as appropriate, clearing firms) should use controls, including 


automated pre-trade controls, which can limit or prevent a DEA Customer from placing an 


order that exceeds a relevant intermediary‟s existing position or credit limits. 


 


IOSCO does not dictate what types of controls must be put in place or at what level. However, 


IOSCO is of the view that intermediaries should use electronic controls to limit their risk 


exposure to protect customers and the clearing organization.  In addition, it should be the 


obligation of the intermediary to ensure that the controls it is using are effective.  The use of 


electronic controls is particularly important where a customer with DEA uses algorithms.  In 


the view of IOSCO, there is no convincing rationale for not using automated credit limit 


controls, particularly where the failure to sue them may expose participants and the market to 


unacceptable risk. 
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(8) Adequacy of Systems 


 


Intermediaries (including clearing firms) should have adequate operational and technical 


capabilities to manage appropriately the risks posed by DEA. 


 


IOSCO believes that it is necessary for market authorities to take appropriate steps to assure 


that the systems of the intermediaries and markets operate properly, and have adequate 


capacity to accommodate trading volume levels and respond to conditions that may threaten 


their operation.  This should include comprehensive planning and capacity and security 


testing and ensuring that they retain the appropriate technical expertise to manage and operate 


the systems. 
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Annex 4 Principles for the Oversight of Screen-Based Trading Systems 


for Derivative Products (from the 1990 and 2000 reports) 
 


The Principles from the 1990 report were as follows: 


 


 The system sponsor should be able to demonstrate to the relevant regulatory 


authorities that the system meets and continues to meet applicable legal standards, 


regulatory policies, and / or market customer or practice where relevant; 


 


 The system should be designed to ensure the equitable availability of accurate and 


timely trade and quotation information to all system participants and the system 


sponsor should be able to describe to the relevant regulatory authorities the processing, 


prioritization, and display of quotations within the system; 


 


 The system sponsor should be able to describe to the relevant regulatory authorities 


the order execution algorithm used by the system, i.e. the set of rules governing the 


processing, including prioritization, and execution of orders; 


 


 From a technical perspective, the system should be designed to operate in a manner 


which is equitable to all market participants and any differences in treatment towards 


classes of participants should be identified; 


 


 Before implementation, and on periodic basis thereafter, the system and system 


interfaces should be subject to an objective risk assessment to identify vulnerabilities 


(e.g. the risk of unauthorized access, internal failures, human errors, attacks, and 


natural catastrophes) which may exist in the system design, development, or 


implementation; 


 


 Procedures should be established to ensure the competence, integrity, and authority of 


system users, to ensure that systems users are adequately supervised, and that access to 


the system is not arbitrarily of discriminatorily denied; 


 


 The relevant regulatory authorities and the system sponsor should consider and 


additional risk management exposures pertinent to the system, including those arising 


from interaction with related financial systems; 


 


 Mechanisms should be in place to ensure that the information necessary to conduct 


adequate surveillance of the system for supervisory and enforcement purposes is 


available to the system sponsor and the relevant regulatory authorities on a timely 


basis; 


 


 The relevant regulatory authorities and / or the system sponsor should ensure that 


system users and system customers are adequately informed of the significant risks 


particular to trading through the system. The liability of the system sponsor, and/or the 


system providers to system users and system customers should be described, 


especially any agreements that seek to vary the allocation of losses that otherwise 


would result by operation of law; and 
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 Procedures should be developed to ensure that the system sponsor, system providers, 


and system users are aware of and will be responsive to the directives and concerns of 


relevant regulatory authorities. 


 


IOSCO subsequently reaffirmed the 1990 principles and added to them as part of a review of 


screen-based derivatives trading that culminated in 2000.  The additional principles that were 


added at that time were as follows: 


 


 Regulatory authorities with responsibilities arising from the operation of cross-border 


markets for derivative products (relevant regulatory authorities) should develop 


cooperative arrangements and coordinate supervisory responsibilities, consistent with 


each authority‟s responsibilities and in a manner that promotes regulatory 


effectiveness and avoids the imposition of unnecessary regulatory costs; 


 


 Each regulatory authority with responsibilities related to a cross-border market for 


derivatives (whether in respect of the market operator or the market participants) 


should be prepared to share relevant information in an efficient and timely manner.  In 


developing cooperative arrangements, regulators should attempt to identify in advance 


the information needed, the sources of that information, the manner in which the 


information can be obtained and the channels through which it can be shared; 


 


 The applicable regulatory requirements in the jurisdiction of each relevant regulatory 


authority and the framework for regulatory coordination and cooperation should be 


transparent; and 


 


 In considering their approach to cross-border markets for derivatives, access 


jurisdictions should take into account whether the initial jurisdiction authorizing the 


market operator applies the IOSCO Objectives and Principles of Securities Regulation 


(September 1998) and the 1990 Principles as supplemented above. 
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Annex 5 Trading Control Mechanisms 
 


This annex examines a range of trading interruptions and other control mechanisms that 


trading venues may have in place. 


 


Trading interruptions 


 


Generally a distinction can be made between two main categories of trading interruptions: 


discretionary interruptions and automatic trading interruptions.  


 


While both forms of trading interruptions are necessary to maintain a fair and orderly trading 


environment, the focus of this annex is on automatic trading interruptions.  This device 


enables markets to react in the shortest time to market imbalances that might be caused, 


amongst other factors, by high speed electronic trading. 


 


Discretionary trading interruptions are normally imposed in anticipation of the imminent 


release of material news about the issuer or in reaction to extraordinary events.  The decision 


is taken by the market or the regulatory authority which means that, due to the human 


decision process, a time lag is created before the trading interruption comes into force.  


Discretionary trading interruptions are, for example, trading halts related to the dissemination 


of material information, trading halts for suspected fraudulent or manipulative activity, 


trading suspensions for an issuer‟s failure to meet listing standards or disclosure obligations 


and market closures resulting from extraordinary events.  Concerning discretionary trading 


interruptions reference is made to the IOSCO 2002 Report on Trading Halts and Market 


Closures. 


 


The term “automatic trading interruption” generally refers to a trading interruption on the 


basis of non-discretionary pre-set parameters.  Such an interruption may be triggered when 


large fluctuations in a security‟s price or the market generally jeopardize an orderly market 


place.  This happens automatically with minimum reaction time (although, where one trading 


venue reacts to a suspension on another trading venue by suspending trading itself, a time lag 


of some degree may well result).  The duration of automatic trading interruptions is usually 


shorter than that of discretionary ones.  Automatic trading interruptions include circuit 


breakers. 


 


Circuit breakers 


 


Generally speaking, circuit breakers are measures that stop trading temporarily on a co-


ordinated, often market wide level and are generally provided for in the exchange/market 


rules. 


 


Mostly circuit breakers trigger a trading halt when a reference index exceeds pre-set trigger 


levels or limits.  Typically, a jurisdiction has multi-level circuit breakers that close the market 


for a set period of time if the market falls a certain percentage, and then for a longer time if 


the market falls even further.  The duration of the circuit breaker halt depends on the 


percentage the market falls and the time of day the circuit breakers are triggered (from few 


minutes to the whole day).  During that time all trading and quotation is halted. 


 


Some jurisdictions provide for various circuit breakers in different situations e.g. in the USA 


amongst others a stock specific short sale circuit breaker was introduced that once triggered 


will enable long sellers to stand in front of the line and sell their shares before any short seller.  
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This is designed to prevent a further reduction in price of a specific stock that has dropped 


more than 10% in one day. 


 


Price limits 


 


The markets in several jurisdictions use price limits to lessen sharp swings in security prices. 


Price limits are generally provided for in the exchange/market rules. 


 


Price limits prohibit trading at prices below or above a pre-set limit.  Once the limit is reached 


different measures are applied by markets.  Some markets automatically halt the trading of the 


security for a certain time.  Others allow trading within the limit while automatically rejecting 


orders outside the limit (sometimes called limit up- limit down model). 


 


The limits may be static or dynamic or a combination of both.  A dynamic limit is usu-ally 


based on the last traded price while a static is based on a certain reference price.  For example 


Euronext provides for a dynamic limit (+/- 2% compared to the last order) and a static one 


(+/- 10 % as compared to a reference price e.g. opening price). 


 


Trading Limitations 


 


Generally trading limitations (in some jurisdictions called liquidity replenishment points 


(LPRs) or volatility interruptions) refer to interruptions from automatic executions in 


continuous trading to curb exceptional market movements.  They are generally provided for in 


the exchange/market rules.  The trading phase is changed from immediate matching during 


continuous trading to slow or auction trading.  Following this trading limitations do not 


induce a trading halt but a change of the trading phase and generally last for some minutes 


before the next scheduled trading phase is carried out.  The next trading phase is initiated 


either automatically or after existing orders have been manually verified. 


 


Trading limitations are triggered by market specific volatility parameters e.g. if the potential 


execution price is outside a dynamic (e.g. deviation from last price trades) or static (e.g. last 


auction price of the same trading day) price range. 


 


Almost all member jurisdictions have in place automatic trading interruptions.  Most common 


are circuit breakers, followed by price limits and trading limitations.  The measures may be 


applied to all listed products (e.g. shares, bonds, futures, options) traded on regulated markets 


and most jurisdictions do provide for one or all of these measures in equity and derivative 


markets .  Two European MTFs - Turquoise and BATS Europe - have no circuit breakers in 


place but use price limits as automatic trading halt functionality.  In the US, pursuant to 


FINRA rules, ATSs as well as other broker-dealers trading over-the-counter are required to 


observe trading halts of the listing market for a security. 


 


In some jurisdictions markets can modify price variation limits that trigger a trading 


interruption under specific circumstances.  For example in the event of strong volatility the 


Frankfurt Stock Exchange may on a per product basis broaden the price ranges that trigger a 


volatility interruption, so called fast market phase. In such a phase volatility interruptions 


would occur less frequently. 


 


In most jurisdictions market members are immediately informed about a trading interruption 


e.g. via the trading system.  Few jurisdictions even release the information in real time via the 


exchange website. 
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Most jurisdictions however do not publish the triggering limits or price ranges.  This is to 


prevent market participants from using the information as a trading strategy with the risk of 


manipulating the market. 


 


Generally automatic circuit breaker, trading halts or trading limitations remain in place for a 


limited time and trading may resume automatically thereafter.  As regards derivatives markets 


some jurisdictions mentioned that trading interruptions resulting from a trading imbalance 


may trigger an additional intraday margin call by the clearing house in order to limit the risk 


borne by the clearing house. 


 


As a rule automatic trading interruptions are intended to mitigate sharp fluctuations on 


markets in times in which markets are deemed to be excessively active and sudden and 


unusual movements may occur.  Whether the markets are halted or the markets are con-verted 


to slow trading the intention is to take speed out of the market to be able to determine if orders 


which could move the market dramatically are legitimate (e.g. no error trades) ensuring that 


the price formation process is orderly.  Most jurisdictions mention this, the prevention of 


panic sales and the overall goal of ensuring fair and orderly markets in the event of rapid and 


irrational price movements as rationale behind the measures.  


 


Coordination of trading interruptions on a national and cross border level 


 


On a national level some jurisdiction do provide for a coordination of automatic trading 


interruptions across multiple markets, e.g. simultaneous halts in equity and derivatives 


markets.  In these jurisdictions the market rules for automatic trading interruptions are 


initially coordinated by the regulator, a self regulatory organization or are imposed by law.  


Coordination and information mechanisms are in place, e.g. the market operator has to inform 


other markets, the regulator and the public when an automatic trading halt is triggered. 


 


However, most jurisdictions mentioned that while trading interruptions are triggered on a 


regulated market quoting and trading may continue on other trading venues like ATSs/MTFs 


or OTC markets or even on other regulated markets.  This was due to the short period of time 


an automatic trading interruption would last. 


 


Most jurisdictions noted that an automatic trading interruption based on events that occur 


outside of their jurisdiction would not be applicable within their markets. 


 


There are no specifically designed cooperation and information sharing agreements to assist 


markets and regulators in administering automatic trading interruptions in cross-border multi-


listed securities and related derivatives and there is no legal obligation to do so.  For example 


while in Europe Article 41 Markets in Financial Instruments Directive (MiFID) coordinates 


the suspension and removal of financial instruments from trading short-term automatic trading 


halts triggered by “technical reasons” (e.g. price volatility, system breakdown or purely local 


reasons) are outside this scope and no coordination takes place currently. 


 


Concerns/Issues 


 


Member jurisdictions expressed concerns when an automatic trading interruption is triggered 


with regard to a security that is listed in more than one jurisdiction.  It was especially noted 


that in case no common thresholds parameters are used there is generally a risk of an unlevel 


playing field.  Further to this it was mentioned that due to a missing formalized information 
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exchange there was a risk of being unable to take appropriate actions promptly.  However, 


jurisdictions also noted that because of the generally short duration of automatic trading 


interruptions it appears that there is little potential for significant spill-over trading to flow 


into markets in other jurisdictions.  This risk was only seen for longer term trading 


interruptions when jurisdictions have overlapping trading hours. 


 


One jurisdiction noted that high order volume created by HFT in combination with 


DMA/sponsored access scenarios makes it more difficult to follow the chain of orders.  This 


might cause an issue where volatility interruptions do not end automatically and the actor 


needs to be identified in order to verify an order entry in a timely manner.  Another 


jurisdiction mentioned that a requirement for platforms to cooperate in an immediate manner 


in respect of market surveillance issues does not seem practicable in real time scenarios. 


 


Several European member jurisdictions indicated that the developments in technology and 


recent events (flash crash) have highlighted the need for harmonization of trading 


interruptions across jurisdictions and for coordination of these mechanisms across venues 


trading the same security.  Potential benefits in establishing a harmonized regime in the EU 


were seen.  However many member jurisdictions underlined that harmonization and 


coordination of trading interruptions should be analysed and carefully considered.  Amongst 


others it was mentioned that different market microstructures (market making model, 


continuous open order book, and continuous auction model) very likely contribute to different 


volatility regimes. 


 


During IOSCO‟s panel sessions, some industry representatives advocated the introduction of 


harmonized rules for automatic trading interruptions as well other noted that individual 


markets regulation is necessary to enable markets to differentiate themselves (driver of 


competition).  It was argued that harmonization of e.g. circuit breaker rules for all markets 


may not be needed due to different national market structures. This was illustrated by 


differences in the US and EU markets.  There is no regulation in the EU that forces order 


routing (in contrast to the US under Regulation NMS).  Thus, movements in one EU market 


may not necessarily have automatic knock-on effects. 


 


While all industry representatives at IOSCO‟s panel sessions strongly supported the need of 


having automatic trading interruptions as such some of them raised doubts whether systems 


that briefly halt trading (circuit breakers) is for the investors good.  Instead some of them were 


in favour of limit-up/limit-down systems that would prevent investors from trading beyond 


parameters that would trigger circuit breaker without freezing trading altogether. 


 


Envisaged amendments to current regimes 


 


Different jurisdictions indicated that amendments to the current regimes are envisaged. 


 


Canada and the USA mentioned concrete initiatives. 


 


In addition, last year, the SEC approved on a pilot basis stock-specific circuit breakers for 


securities included in the S&P500 index.  The pilot was subsequently expanded to include 


additional securities. Unless extended, the pilot for these stock-specific circuit breakers will 


expire on the earlier of 11 August 2011, or the date of adoption of limit-up/limit-down rules.  


Accordingly, these stock-specific circuit breakers may be replaced over the coming months 
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with limit-up/limit-down rules to temper intra-day price swings
165


.  Beyond certain thresholds, 


the limit-up/limit-down model would prevent investors from trading beyond certain 


parameters, but would allow traders to continue buying and selling stocks within those 


parameters and not freeze trading in that stock altogether. 


 


In November 2010 the Canadian self regulatory organization (Investment Industry Regulatory 


Organization of Canada, IIROC) published a notice requesting comments on a proposed 


single stock circuit breaker (SSCB) program that would apply across all equity marketplaces 


in Canada.  Further to this the Canadian Securities Regulators (CSA) is developing a rule 


which aims to mitigate the risks associated with electronic trading.  It includes a 


harmonization of marketplace volatility parameters across all venues at levels determined by 


the IIROC. 


 


Australia indicated that no harmonized trade suspension and extreme price movement regimes 


do exist currently since there was no competition for execution services at the market operator 


level.  However, with the introduction of competition such regimes would be implemented. 


 


Singapore mentioned that in light of recent technological developments price limits may be 


imposed on both broad market indices and individual securities listed or traded on securities 


exchange similar to those currently in place for futures contracts.  


 


In the public consultation by the European Commission on the Review of MiFID, dated 8 


December 2010, it is proposed that market operators implement proper risk controls and 


arrangements to mitigate the risk of errors generated by automated trading leading to 


disorderly trading.  In this context circuit breakers are mentioned as an example for helpful 


mechanisms in order to reduce the risk of erroneous trading and its potentially substantial 


effects on market stability. 


                                                 
165


 See SEC Announces Filing of Limit Up-Limit Down Proposal to Address Extraordinary Market 


Volatility, SEC press release, 5 April 2011, available at: http://www.sec.gov/news/press/2011/2011-


84.htm.  See also proposed "Limit Up-Limit Down" NMS Plan at: 


http://www.sec.gov/news/press/2011/2011-84-plan.pdf. 



http://www.sec.gov/news/press/2011/2011-84.htm

http://www.sec.gov/news/press/2011/2011-84.htm

http://www.sec.gov/news/press/2011/2011-84-plan.pdf
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Regulatory Issues Raised by the Impact of Technological Changes on Market 
Integrity and Efficiency: Consultation Report by IOSCO Technical Committee 


 
 


1. Introduction 
 
1.1 The Futures and Options Association (―the FOA‖) is the principal European industry 


association for over 160 firms and organisations engaged in the carrying on of business in 
futures, options and other derivatives.  Its international membership includes banks, financial 
institutions, brokers, commodity trade houses, energy and power market participants, 
exchanges, clearing houses, IT providers, lawyers, accountants and consultants (see 
Appendix 1). 
 


1.2 The FOA welcomes this opportunity of being able to comment on IOSCO‘s consultation report 
on ―Regulatory Issues Raised by the Impact of Technological Changes on Market Integrity 
and Efficiency‖.   We support the objective of this work, to ―assess the impact of technological 
developments on market integrity and efficiency … to seek to ensure that financial markets 
continue to fulfil their role of financing the real economy.‖    
 


1.3 We believe it is clear that further research is needed to properly assess the impact of 
technological changes on markets.  We urge IOSCO to seek out reliable and independent 
evidence when developing principles for regulation in this area. 


 
 
2. Responses to Questions 


 
 


Q1:  
 
What impact have the technological developments in the markets in recent years had on your own 
trading? Has it encouraged, discouraged or had no impact on your willingness to participate on the lit 
markets, and how does this differ between asset classes and/or instruments?  
 


 
2.1 Not applicable to the FOA. 
 
 


Q2:  
 
What are your views on the suggestion that proprietary trading firms (including HFT firms) that are 
not currently subject to registration/authorisation by a regulator should be required to obtain such a 
registration/authorisation? Are there specific regulatory requirements you believe such firms should 
face?  
 
To what extent do your answers differ if the proprietary trading firm accesses the market as the 
customer of an intermediary firm through DEA (i.e. under that intermediary’s trading rules/codes) 
rather than as a direct member of the market itself? 
  


 
2.2 The underlying test of whether or not a firm should be subject to registration/authorisation 


requirements by a regulator is based largely on the business being undertaken by the firm and 
with whom, and not on how it is undertaking that business (which is a matter for on-going 
regulation and supervision). 
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We believe, therefore, that a proprietary trading firm (a firm dealing a principal and not as 
agent) which is a direct member of a trading venue should be subject to the registration or 
authorisation requirements of the relevant regulator.  This is to ensure that these firms are 
subject to appropriate, independent regulatory oversight, including transaction reporting 
requirements.  A reduced set of requirements should apply to firms that do not have clients. 


 
If, however, the proprietary trading firm accesses the market as the customer of an 
intermediary firm through direct electronic access (i.e. under that intermediary‘s trading 
rules/codes) then it should not be subject to registration or authorisation requirements.    
 


 
 


Q3:  
 
What recommendations, if any, would you propose to strengthen the regulatory requirements around 
pre- and post-trade risk controls? In particular, what measures, if any, do you think regulators should 
introduce that relate specifically to the use of and risks posed by algorithmic trading and/or HFT?  
 


 
2.3 We believe it should be mandated that trading venues provide pre- and post- trade risk 


management functionality.   We believe there is a need for rules similar to those of the SEC 
which prohibit broker-dealers from providing customers with ―unfiltered‖ or ―naked‖ access to 
an exchange or ATS.   SEC‘s rules also require brokers with market access — including those 
who sponsor customers‘ access to an exchange or ATS — to put in place risk management 
controls and supervisory procedures to help prevent erroneous orders, breaches in trading 
limits and ensure compliance with regulatory requirements, including pre-set credit or capital 
thresholds. Where such controls must be applied pre-trade, we believe that this should 
happen at the exchange level to ensure that all orders are subject to the same latency impact. 


 
The FIA‘s Market Access Risk Management Recommendations (April 2010)1 set out the 
controls we believe trading venues should put in place in this regard. These include, inter alia, 
‗fat finger‘ or order size limits, cancel-on-disconnect functionality, kill or stop buttons, price 
limits/controls and error trade policies. 


 
In response to whether regulators should introduce measures that relate specifically to 
algorithmic trading and/or HFT, it is difficult (and we believe unnecessary) to carve out 
measures that should apply specifically to this type of trading. 


 
 


Q4:  
 
To what extent do you believe the use of trading control mechanisms such as circuit breakers and 
limit-up/limit-down systems by trading venues should be mandated? If you believe they should be 
mandated, should venue operators be permitted to design their own controls or should they be 
harmonised/coordinated across venues (including between interrelated instruments such as a 
derivative and its underlying)?  
 


 
2.4 Many derivative markets already employ trading control mechanisms such as circuit breakers 


and limit-up/limit-down systems.  However, these are not used in a harmonised way across 
trading venues.  We believe there is value in mandating the harmonisation/coordination of 
these controls for like markets and on a global basis, since this would avoid any arbitrage 


                                                
1
 http://www.futuresindustry.org/downloads/Market_Access-6.pdf 



http://www.futuresindustry.org/downloads/Market_Access-6.pdf
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between like venues, and may also help to reduce volatility between such markets.   
Harmonised rules would need to be carefully calibrated in cooperation with market 
participants. We would also like to recommend that trading venues adopt the use of volatility 
mitigation mechanisms which involve the introduction of a brief pause to the market following 
the triggering of a circuit breaker, as opposed to an actual trading halt which can severely 
limits market participants‘ ability to manage their risk. Both the CME and Eurex employ such 
mechanisms. 


 
 


We also believe that transparency and clarity in criteria is needed with respect to the 


erroneous trade policy of each trading venue.   Participants need to have certainty on whether 


trades executed in a volatile market will stand or will be broken and in what circumstances.   


We believe this certainty would encourage market makers to continue to provide liquidity 


during volatile and high volume market conditions. 


  
 


Q5:  
 
To what extent do you believe market maker schemes offered by trading venues should be subject to 
mandatory minimum criteria? Should the criteria be determined by the trading venue alone? To what 
extent do you agree with the suggestion that the use of stub quotes should be prohibited?  


 


 
2.5 No, we do not believe that market maker schemes offered by trading venues should be 


subject to mandatory minimum criteria.   In our view, these are commercial decisions that are 
best left to the trading venues and then to the trading members in deciding whether to 
participate in these schemes.   


 
We are not clear on what problem would be solved by applying mandatory minimum criteria to 
market maker schemes.  We are aware of the current debate on whether there is an issue 
with ―bad‖ or ―good‖ liquidity in markets.  As no doubt IOSCO appreciates, compelling market 
participants to provide liquidity in extreme market conditions would likely discourage 
participation in the market altogether, thereby removing the benefits of the liquidity they 
currently provide on a voluntary basis.  Mandating liquidity provision could also create 
prudential risks for these firms by exposing them to market movements when other 
participants are free to withdraw. 
 
The FOA agrees with the suggestion that the use of stub quotes should be prohibited. 
 


 


Q6:  
 
Do you have suggestions for improvements to regulators’ surveillance capabilities with respect to the 
markets and modern trading techniques? Please elaborate.   
 
Who should bear the cost of investing in such capabilities and the cost of operating and supervising 
the markets in order to ensure fairness among market participants?  Please elaborate. 


 


 
2.6 A significant amount of transaction and position data is already collected by regulators for the 


markets they monitor.  It is also anticipated that additional data will be collected with respect to 
OTC derivatives transactions under the European Markets Infrastructure Regulation (EMIR), 
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with such data being recorded and warehoused in trade repositories.  Regulators‘ surveillance 
abilities will likely be significantly enhanced by having access to this broader data set. 


 
That being said, we appreciate that regulators are reviewing their surveillance capabilities in 
light of the significant changes in market practice and technology over the last few years.  A 
thorough cost/benefit analysis should be central to decisions for significant spending in this 
area.  Regulators providing a clear description of what they regard as the main risks involved 
with modern trading techniques (and how these should be monitored) will also help firms and 
trading venues address these risks in their trading systems. 
 
Additional cooperation and harmonisation of approach between regulators would foster an 
efficient use of resources and surveillance capabilities.  Firms would likely benefit from a 
higher degree of consistency from regulators and exchanges through adopting more 
consistent controls and techniques and thereby optimizing their own surveillances capabilities. 
 
One suggestion for enabling firms to perform more effective surveillance would be for trading 
venues to provide member firms with pre- (order drop-copies) and post-trade (real-time 
execution confirmations) data for that firm‘s order data in an electronic format and on a cost-
only basis.   


 
 


Q7: 
 
What do you perceive as the major causes of settlement indiscipline and settlement failures? What 
steps, if any, do you believe regulators should take to address these causes?  
 


 
2.7 We are not aware of a problem in this area, so do not see the need for regulatory action. 
 
 


Q8: 
 
Have the appropriate steps been taken to limit or manage conflicts of interest that arise where an 
investment firm simultaneously conducts client-serving activities and proprietary trading or a trading 
participant is also a shareholder in a venue on which it trades? If you believe conflicts management 
is inadequate, please explain how this manifests itself and any recommendation you have for how 
conflicts management could be improved.  
 


 
2.8 The FOA believes that the existing rules governing customer priority, conflicts of interest 


management and the prevention of market abusive behaviours are sufficient. 
 


 


Q9. 
 
Do you think existing laws and rules on market abuse and disorderly trading cover computer 
generated orders and are relevant in today’s market environment? 
 


 
2.9 The FOA believes that the existing laws, rules and systems and controls for identifying, 


monitoring and preventing market abuse and disorderly trading are appropriate to cover 
computer generated orders. The FOA is of the view that the principles of the rules to prevent 
market abuse and disorderly trading are neutral to the method of execution of the transaction 
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i.e. it is the actual trading strategy that is abusive – not the fact that technology is used to 
generate the actual orders associated with that strategy. 


 
 


Q10. 
 
Are there any strategies employed by HFT firms that raise particular concerns? If so, how would you 
recommend that regulators address them? 
 


 
2.10 We are not aware of any trading strategies employed by HFT firms in the listed futures and 


options markets that raise particular concerns. 
 
 


Q11. 
 
Should charges or fees be imposed on messages, cancellations or high order-to-trade ratios? If so, 
how should the fees or charges be determined and on what basis? 


 


 
2.11 Whether such charges are appropriate should be a decision for the trading venue itself. In 


making such a decision, the venue will take a range of factors into account such as the type of 
products it trades, how best to facilitate the trading strategies employed by its users and its 
own IT infrastructure capabilities, but maintaining market integrity and orderliness will always 
remain paramount. 
 
It should not be the responsibility of the regulator to intervene in such commercial pricing 
policies – provided the pricing model is transparent, non-discriminatory and does not 
constitute an abuse of market power, this should be left to the trading venues themselves.  


 
 


Q12. 
 
Should market operators be required to make their co-location services available on a fair and non-
discriminatory basis? 
 


 
2.12 Yes, the FOA believes that market operators should be required to offer co-location services 


on a fair and non-discriminatory basis.  If there is a methodology or rationale used by the 
market operator to ration access to co-location services, this methodology and the reasons for 
any restrictions should be made known to all members and/or prospective purchasers of co-
location services.   
 
Where proximity hosting services are similarly provided, market operators should also be 
required to permit, on a fair and non-discriminatory basis, the provision of equivalent services 
to market members by third party providers. 


 
 


Q13. 
 
Should market operators be required to provide testing environments to enable participants in stress 
test their algorithms? If so, what kind of minimum requirements are reasonable? 
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2.13 Yes, market operators should provide testing environments to permit the testing of automated 
trading systems prior to them being ‗released‘ into the live markets. However, the value of 
such testing will be dependent upon test criteria being set at an appropriate level. 
 
The exact requirements should be agreed between the market operator and its users, 
however it is important that these test environments are made available at reasonable cost 
and for sufficient time to permit comprehensive testing.  
 
 


Q14. 
 
To what extent do you have other comments related to the risks to market integrity and efficiency 
raised by the issues in this report? 


 


 
2.14 In this section we have addressed some of the ideas put forward in the ―Possible Future 


Actions‖ part of IOSCO‘s paper which begin on page 38. 
 


2.15 On page 38, it is suggested that ―market authorities should consider whether tailored 
regulatory requirements should be introduced, especially in those markets where algorithmic 
trading or HFT is a dominant component of the market structure. Some presenters suggested 
that this might include anything from specific stress testing and sign-off processes for new 
algorithms, to specific charges or a tax on high order entry or cancellation rates‖.  We see no 
evidence as to why HFT should be treated any differently from the rest of electronic trading.  
Existing rules & regulations (including existing futures exchange message ratio policies) are 
sufficient.   
 


2.16 We agree with the suggestion on page 38 that there could be a ‗review‘ of existing regulatory 
requirements regarding pre-trade risk controls applicable to intermediaries in order to evaluate 
whether they are suitable for today‘s high-speed markets. Part of this review should consider 
banning the provision of Direct Electronic Access (DEA) to customers if the customer‘s trading 
is not subject to appropriate pre-trade controls (i.e. so-called naked access), where it is not 
already banned in accordance with IOSCO‘s Principles 6 and 7 for DEA.  In response, we 
strongly agree that naked access should be banned. There is currently a lack of clarity in 
terms of this rule for derivatives markets. 


 
2.17 Ideas put forward on page 38 also include the suggestion of assessing whether or not HFT or 


algorithm traders should provide for specific forms of stress testing and internal sign-off 
processes for new algorithms, similar to IOSCO‘s Principle 8 for DEA.  We do not feel that it 
would be practical or valuable to define specific stress tests or sign-off processes as every 
strategy as well as its testing requirements is different.  However, we believe that the market 
in general would benefit from higher quality exchange testing environments. 


 


2.18 On page 39, IOSCO suggests that ‗common trade cancellation arrangements be put in place 
across markets to ensure consistent treatment in the event of a sudden extreme price 
movement. These arrangements should be coherent in their operation with any order entry 
controls and volatility controls‘.  We agree with this suggestion, providing it is proportionate, 
transparent and exercised in accordance with clearly articulated criteria.  This is important 
because of the potential high commercial consequences for firms and, as and where 
appropriate, any customers in terms of trade cancellations. 
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2.19 The Report also suggests the introduction of minimum tick sizes, and minimum order 
bookresting time. We are not aware of specific problems with how the market currently 


functions in these areas and therefore see no need for regulatory intervention. 
 
2.20 IOSCO also suggests requiring that market infrastructure operators undertake appropriate 


stress testing to ensure that their systems are robust in the face of unusual spikes in 
trading activity, as per IOSCO‘s Principle 8 for Direct Electronic Access.  We agree with 


this suggestion and that it should include front-to-back testing. 
 


2.21 IOSCO also suggests evaluating what could be done ‗to improve market surveillance, taking 
into account the needs of different market structures‘.  


 
Key steps should include: 
 
(a) A high-level of surveillance of potential unfair activity by market participants; 


 
(b) The implementation of up-to-date order screening/monitoring tools (either by the trading 


venue operators or by the competent authorities) to help identify trading patterns and 
prevent inappropriate trading behaviour; 


 
(c) The introduction of consolidated audit trails capable of tracking orders, quotes and trades 


in the market; 
 


(d) The introduction of large trader reporting requirements (where these do not already exist); 
and 


 
(e) The introduction of the use of entity identifiers to identify trading on a participant-by-


participant basis or to flag algorithmic/HFT orders.   
 
In our view, more transparency from trading venues with respect to their surveillance activities 
would strengthen the perceived integrity of the markets.  In terms of any additional regulatory 
requirements, a thorough cost/benefit analysis should be performed after specific risks and 
objectives are identified. 
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FINANCIAL INSTITUTIONS 


ABN AMRO Clearing Bank N.V. 
ADM Investor Services 
International Ltd 
AMT Futures Limited 
Bache Commodities Limited 
Bank of America Merrill Lynch 
Banca IMI S.p.A. 
Barclays Capital 
Berkeley Futures Ltd 
  
BGC International 
BHF Aktiengesellschaft 
BNP Paribas Commodity Futures 
Limited 
Capital Spreads 
Citadel Derivatives Group 
(Europe) Limited 
Citigroup 
City Index Limited 
CMC Group Plc 
Commerzbank AG 
Crédit Agricole CIB 
Credit Suisse Securities (Europe) 
Limited 
Deutsche Bank AG 
ETX Capital 
Fortis Bank Global Clearing NV - 
London 
GFI Securities Limited 
GFT Global Markets UK Ltd 
Goldman Sachs International 
HSBC Bank Plc 
ICAP Securities Limited 
IG Group Holdings Plc 
Investec Bank (UK) Limited 
JB Drax Honoré  
JP Morgan Securities Ltd 
Liquid Capital Markets Ltd 
Macquarie Bank Limited 
Mako Global Derivatives Limited 
MF Global 
Marex Financial Limited 
Mitsubishi UFJ Securities 
International Plc 
Mizuho Securities USA, Inc 
London 
Monument Securities Limited 
Morgan Stanley & Co International 
Limited 
Newedge Group (UK Branch) 
Nomura International Plc 
ODL Securities Limited 
Rabobank International 
RBS Greenwich Futures 
Royal Bank of Canada 
Saxo Bank A/S 
S E B Futures 
Schneider Trading Associates 
Limited 
S G London 
Standard Bank Plc 
Standard Chartered Bank (SCB) 
Starmark Trading Limited 


State Street GMBH London 
Branch 
The Bank of Nova Scotia 
The Kyte Group Limited 
Tullett Prebon (Securities) Ltd 
UBS Limited 
Vantage Capital Markets LLP 
Wells Fargo Securities 
International Limited 
WorldSpreads Limited 
 
EXCHANGE/CLEARING 
HOUSES 


APX Group 
Bahrain Financial Exchange 
CME Group, Inc. 
Dalian Commodity Exchange 
EDX London 
European Energy Exchange AG 
Global Board of Trade Ltd 
ICE Futures Europe 
LCH.Clearnet Group 
MEFF RV 
NYSE Liffe 
Powernext SA 
RTS Stock Exchange 
Shanghai Futures Exchange 
Singapore Exchange Limited 
Singapore Mercantile Exchange 
The London Metal Exchange 
The South African Futures 
Exchange 
 
SPECIALIST COMMODITY 
HOUSES 


Amalgamated Metal Trading Ltd 
Cargill Plc 
ED & F Man Commodity Advisers 
Limited 
Engelhard International Limited 
Glencore Commodities Ltd 
Koch Metals Trading Ltd 
Metdist Trading Limited 
Mitsui Bussan Commodities 
Limited 
Natixis Commodity Markets 
Limited 
Noble Clean Fuels Limited  
Phibro GMBH 
RBS Sempra Metals 
Sucden Financial Limited 
Toyota Tsusho Metals Ltd 
Triland Metals Ltd 
Vitol SA  
 
ENERGY COMPANIES 


ALPIQ Holding AG 
BP Oil International Limited 
Centrica Energy Limited 
ChevronTexaco 
ConocoPhillips Limited 
E.ON EnergyTrading SE 
EDF Energy 
EDF Trading Ltd 
International Power plc 


National Grid Electricity 
Transmission Plc 
RWE Trading GMBH 
Scottish Power Energy Trading 
Ltd 
Shell International Trading & 
Shipping Co Ltd 
SmartestEnergy Limited 
 
 
PROFESSIONAL SERVICE 
COMPANIES 


Actimize UK Ltd 
Ashurst LLP 
Baker & McKenzie 
Barlow Lyde & Gilbert 
Berwin Leighton Paisner LLP 
BDO Stoy Hayward 
Clifford Chance 
Clyde & Co 
CMS Cameron McKenna 
Complinet 
Deloitte  
Dewey & LeBoeuf LLP 
Exchange Consulting Group Ltd 
FfastFill  
Fidessa Plc 
Financial Technologies India 
FOW Ltd 
Freshfields Bruckhaus Deringer 
Herbert Smith LLP 
Hunton & Williams LLP 
International Capital Market 
Association 
ION Trading Group 
JLT Risk Solutions Ltd 
Katten Muchin Rosenman Cornish 
LLP 
KPMG 
Mpac Consultancy LLP 
Norton Rose LLP 
Options Industry Council 
PA Consulting Group 
R3D Systems Ltd 
Reed Smith LLP 
Rostron Parry Ltd 
RTS Realtime Systems Ltd 
Sidley Austin LLP 
Simmons & Simmons 
SJ Berwin & Company 
SNR Denton UK LLP 
Speechly Bircham LLP 
SunGard Futures Systems 
Swiss Futures and Options 
Association 
Total Global Steel Ltd 
Traiana Inc 
Travers Smith LLP 
Trayport Limited 
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August 12, 2011 
 
Via E-mail submission to market-integrity@iosco.org 
 
Mr. Werner Bijkerk 
International Organization of Securities Commissions (IOSCO) 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
Public Comment on Consultation Report: Regulatory Issues Raised by the Impact of Technological Changes on 
Market Integrity and Efficiency 
 
Dear Mr. Bijkerk, 
 
FTEN, Inc. ("FTEN")1


 


 appreciates the opportunity to submit comments on the Consultation Report entitled 
Regulatory Issues Raised by the Impact of Technological Changes on Market Integrity and Efficiency published by the 
Technical Committee of the International Organization of Securities Commissions (IOSCO) ("Consultation 
Report"). 


FTEN endorses the importance of the principles for regulation of secondary markets identified in the IOSCO 
Objectives and Principles of Securities Regulation2


 
, namely: 


• Requiring that the establishment of exchanges and trading systems is subject to authorization and oversight; 
• Maintaining fair and equitable rules; 
• Promoting transparency of trading; 
• Detecting and deterring market manipulation and other unfair trading practices; seeking to ensure the 


proper management of large exposures, default risk and market disruption; and 
• Reducing systemic risks. 


 
In response to the Consultation Report request for comments related to High Frequency Trading ("HFT"), this 
Comment Letter responds to Questions 3, 6, 9 and 14 of the Consultation Report by referencing recent FTEN 
submissions to the Committee of European Securities Regulators, which on January 1, 2011 officially became the 
European Securities and Markets Authority ("ESMA") and the U.S. Securities and Exchange Commission ("SEC"). 
Specifically, this Comment Letter references the following: 
 


i. Comment Letter dated March 29, 2010 submitted to Elizabeth M. Murphy, Secretary of the SEC, 
related to SEC Rule 15c3-5 Risk Management Controls for Brokers or Dealers with Market Access, a copy 
of which is attached as Annex 1 ("Market Access Letter"); 


ii. Evidence Letter dated April 30, 2010 submitted to ESMA related to Micro-Structural Issues of the 
European Equity Markets, a copy of which is attached as Annex 2 ("ESMA Evidence Letter"); and 


iii. Comment Letter dated August 9, 2010 submitted to Elizabeth M. Murphy, Secretary of the SEC, 
related to SEC proposed Consolidated Audit Trail Rule 613, a copy of which is attached as Annex 3 
("Audit Trail Letter") (the Market Access Letter, ESMA Evidence Letter and Audit Trail Letter are 
sometimes collectively referred to as "Market Integrity Letters").  


                                                      
1 FTEN, a NASDAQ OMX company, offers real-time, cross-market risk management solutions that provide market participants with 
transparency and control over their global trading activity.  Our mission is to help firms build and grow their electronic trading businesses — 
allowing for more efficient use of capital while maintaining full regulatory compliance. FTEN’s patented technology allows users to monitor their 
aggregate intraday risk profile on a global basis.  We have a highly scalable and reliable market access platform that connects to all major pools 
of liquidity and supports multiple asset classes. Our systems provide pre-, at- and post-trade risk, compliance and reporting solutions. 
 
2 Objectives and Principles of Securities Regulation, IOSCO Report, 20 July 2010 available at 
http://www.iosco.org/library/pubdocs/pdf/IOSCOPD329.pdf. 
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 I. Consultation Report Question No. 3: What recommendations, if any, would you propose to strengthen 
the regulatory requirements around pre- and post-trade risk controls? In particular, what measures, if any, do 
you think regulators should introduce that relate specifically to the use of and risks posed by algorithmic 
trading and/or HFT? 
 
HFT is pervasive across the industry. Traders often interact with the markets through simultaneous and diverse means 
- separated both physically (on numerous Exchanges, ATSs and MTFs) as well as technologically (on disparate trading 
platforms) across various asset classes (e.g., equities, options and futures). HFT traders generally do not trade on only 
one system or at only one venue, and do not trade only one asset class. And, because of the tremendous speed at which 
significant potential exposure can be accumulated, traditional methods of dealing with infractions "after the fact" via 
regulatory audits, penalties and sanctions are insufficient control mechanisms to safeguard the systemic integrity of the 
financial markets. In order to reduce systemic risk with regard to HFT and other trade flow, we believe the following 
risk management elements are necessary: 
 


• Pre-Trade Controls – controls in place prior to submission of orders to liquidity destinations; 
• At-Trade Controls – controls in place immediately after submission of orders to liquidity destinations; 
• Post-Trade Controls – controls in place after submission of orders to liquidity destinations later in time than 


at-trade controls; 
• Real-Time Enterprise Awareness – real-time awareness at a market participant enterprise level of each 


client’s trading activity across all asset classes, trading platforms and liquidity destinations for which the 
market participant bears financial and/or regulatory responsibility; and 


• Real-Time Flow Control – ability to exercise real-time control over a client’s flow on a pre-, at- and/or post-
trade basis, as appropriate in order to comply with financial / regulatory obligations, based on enterprise 
awareness of their trading activity. 


 
Each of the Market Access Letter and ESMA Evidence Letter (attached at Annex 1 and 2 to this Comment Letter) 
provide additional information with regard to our views pertaining to the importance of: 
 


• Independence of Risk Controls; 
• Minimum Risk Controls for Proprietary Trading; 
• Risk Controls with Cross Market / Account Level Awareness; 
• Real-Time Flow Controls; and 
• Consistent Application, Auditing and Enforcement of Risk Management Controls. 


 
  
II. Consultation Report Question No. 6: Do you have suggestions for improvements to regulators’ 
surveillance capabilities with respect to the markets and modern trading techniques? Please elaborate. Who 
should bear the cost of investing in such capabilities and the cost of operating and supervising the markets in 
order to ensure fairness among market participants? Please elaborate. 


Regulators should leverage already deployed and commercially available solutions that are in production use today by 
major market participants to immediately achieve goals of real-time cross-market transparency, accountability and 
control. An iterative approach would leverage existing systems to capture order and execution data in real-time from 
liquidity destinations (Exchanges, ATSs and dark MTFs) and 'map' the data back to original trade submissions by 
market participants without requiring integration with, or changes to, market participant systems or to liquidity 
destination systems and without modifying existing order flow. Consistent with IOSCO’s Principals for Direct 
Electronic Access, having real-time cross-market access to "Liquidity Destination Data" and "Market Participant Data" 
(as such terms are defined in the Audit Trail Letter attached as Annex 3 to this Comment Letter) would provide 
regulators with real-time cross-market transparency, accountability and control. This approach would enable additional 
levels of transparency, along the lines contemplated by the SEC’s recently enacted Large Trader Reporting Rule 13h-
13


 
, to be achieved via available registration and data mapping tools without requiring separate solutions.   


                                                      
3 http://sec.gov/rules/final/2011/34-64976.pdf 
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As more fully described in the Audit Trail Letter specifically related to the SEC's Consolidated Audit Trail Rule 613, 
leveraging data cloud capabilities would introduce efficiencies into regulatory reform and avoid regulatory 
fragmentation and unnecessary duplication of effort. The use of a real-time data cloud approach would enable 
regulators to leverage the time-to-market and cost benefits of cloud solutions to achieve their independent regulatory 
objectives at an accelerated rate and on economically advantageous terms.    
 
 
III. Consultation Report Question No. 9: Do you think existing laws and rules on market abuse and 
disorderly trading cover computer generated orders and are relevant in today’s market environment? 


Many laws, rules and regulations fail to require real-time, cross market transparency and control which we believe are 
necessary for effective systemic risk management - they often take a 'siloed' approach to risk management, credit usage 
and associated matters. As indicated below, mitigation of system risk is a market structure issue with regard to which 
all market participants should play a relevant role:  
 
• Intermediaries / Brokers 


 
Most guidelines regarding risk management and surveillance focus on the obligations of intermediaries / brokers to 
maintain a fair and orderly market and control credit limits to mitigate risk including, but not limited to, applying pre-, 
at-, and post-trade risk checks as well as flow control and surveillance. While these laws and rules are generally fairly 
comprehensive, they often do not require real-time awareness and control across trading silos and asset classes as 
necessary to control systemic risk.  
 
• Proprietary Trading Firms  


 
In contrast to reasonably well-established guidelines for intermediaries / brokers, risk and surveillance obligations for 
proprietary trading shops and non-intermediary members of trading venues are less clear. 


 
• Clearing Firms  


 
Existing guidelines obligate trading members to keep credit risk under control. However, in many situations risk 
management controls at the intermediary level may be insufficient to control credit risks associated with trading firms. 
Therefore, despite the fact that clearing firms carry the credit risk, they may be the least equipped and empowered to 
have real-time awareness and control of their client’s trading activities. Many clearing firms are currently considering 
how to best control risk in light of high intra-day volatility and ultra fast trading. Rules and laws should be devised to 
better empower clearing firms to mitigate risk and thus limit systemic exposure in the market.  
 
• Markets 


 
Current rules focus on the obligation of each market to protect their core functions through risk and trade control 
capabilities as well as throttling mechanisms. These are valid and important mechanisms that should be supported 
and enforced. More discussion is needed, however, regarding how these mechanisms might be coordinated in an 
increasingly fragmented market and how alternative matching facilities including broker internal crossing networks 
can become part of this coordinated market protection. Consistent with Principal 5 of IOSCO’s Principals for Direct 
Electronic Access, which states that "Markets should provide member firms with access to relevant pre and post-
trade information (on a real time basis) to enable these firms to implement appropriate monitoring and risk 
management controls," markets should provide real-time drop copies to market participants that include order and 
execution information with a high degree of account granularity. This will allow intermediaries as well as clearing 
firms to gain a better real-time understanding of risk. In addition, markets could expose flow control capabilities 
such as the ability to halt individual trading members or at least to limit their trading activities to intermediaries as 
well as clearing firms. These could be useful capabilities to integrate into the overall risk infrastructure of brokers 
and clearing firms.  
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• Regulators 
 


As outlined in Section II above, regulators can play an important role in controlling systemic risk in a manner that 
could even transcend multi-prime relationships that are otherwise seen as separate credit lines. The data cloud 
approach is an extension of what FTEN deploys for intermediaries / brokers / clearing firms and makes real-time 
systemic risk monitoring capabilities for regulators an achievable goal. 
 
 
IV. Consultation Report Question No. 14: To what extent do you have other comments related to the 
risks to market integrity and efficiency raised by the issues in this report? 


We respectfully invite readers of this Comment Letter to review the contents of the Market Integrity Letters in their 
entirety as being generally responsive to the risks to market integrity and efficiency raised by the issues in the 
Consultation Report. 
 
 
 
 


******* 


 


 


FTEN appreciates the opportunity to provide feedback on the Consultation Report entitled Regulatory Issues Raised 
by the Impact of Technological Changes on Market Integrity and Efficiency published by the Technical Committee 
of the International Organization of Securities Commissions. 


Sincerely, 


                 
Ted Myerson   Valerie Bannert-Thurner   M. Gary LaFever 
Chief Executive Officer     European Executive Director  Chief Corporate Development Officer
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Comment Letter dated March 29, 2010 submitted to Elizabeth M. Murphy, Secretary of the SEC, 
related to SEC Rule 15c3-5 Risk Management Controls for Brokers or Dealers with Market Access 
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March 29, 2010 
 
Via Email  to rule-comments@sec.gov 
 
Elizabeth M. Murphy, Secretary 
Securities and Exchange Commission 
100 F. Street, NE 
Washington, D.C., 20549-1090 


 
Re:   File No. S7-03-10 Risk Management Controls for Brokers or Dealers with Market Access 


 
Dear Ms. Murphy, 
 
FTEN, Inc. ("FTEN")1


 


 appreciates the opportunity to comment on Rule 15c3-5 Risk Management Controls for Brokers or 
Dealers with Market Access (the "Rule") under consideration by the Securities and Exchange Commission (the "SEC"). 


Federal Reserve Chairman Ben Bernanke defines systemic risk as "developments that threaten the stability of the financial 
system as a whole and consequently the broader economy, not just that of one or two institutions."2 We agree with 
commentators that high frequency trading is an increasingly important element of U.S. and international financial markets due 
to its positive influence on market liquidity, transparency and price discovery3


 


. We support the Rule's fundamental premise that 
systemic risk caused by high frequency trading needs to be adequately addressed in order to protect against systemic loss. In 
addition, we believe reasonable and effective management of the risks associated with high frequency trading is necessary to 
avoid potential "backlash" which could lead to overregulation and possible prohibition of this beneficial business practice. 


As noted by the SEC in the commentary accompanying the Rule filing, high frequency trading is pervasive across the industry. 
High frequency traders often interact with the markets through simultaneous and diverse means - separated both physically (on 
numerous Exchanges and ATSs) as well as via various trading mechanisms (e.g., Sponsored Access, Smart Order Routing, 
Direct Market Access, etc.) trading various asset classes. High frequency traders generally do not trade on only one system or at 
only one venue, and do not trade only one asset class. And, because of the tremendous speed at which significant potential 
exposure can be accumulated, traditional methods of dealing with infractions "after the fact" via regulatory audits, penalties and 
sanctions are insufficient control mechanisms to safeguard the systemic integrity of the financial markets. 
 
To safeguard the systemic integrity of the U.S. financial markets, we suggest that risk management controls ensure the 
following: 
 


I. Physical and Relationship Independence of Risk Controls; 
 


II. Risk Controls with Cross-Market / Account Level Awareness; 
 


III. Real-Time Trade Flow Controls; and 
 


IV. Consistent Application, Auditing and Enforcement of Risk Management Controls.  


                                                      
1 As an independent third party technology solutions provider, FTEN enables prime brokers, clearing firms, broker-dealers, hedge funds, proprietary trading 
groups, exchanges and alternative trading systems to achieve greater access, speed and control through scalable, low-latency routing, real-time intra-day risk 
management, compliance, surveillance and market data services (see http://www.securitiesindustry.com/issues/19_100/-23702-1.html?zkPrintable=true). On 
October 30, 2008, FTEN announced strategic minority investments in the company by Merrill Lynch, Goldman Sachs, J.P. Morgan, and Credit Suisse in 
connection with FTEN's initiatives to redefine global financial securities risk management, compliance and surveillance (see 
http://www.wallstreetandtech.com/financial-risk-management/showArticle.jhtml?articleID=211800273). 
 
2 October 30, 2009 letter from Federal Reserve Chairman Ben Bernanke to Sen. Bob Corker (R., Tenn.) - member of the Senate Banking Committee. 
 
3 For example, see http://www.tradersmagazine.com/news/high-frequency-trading-benefits-105365-1.html?zkPrintable=true; 
http://www.bloomberg.com/apps/news?pid=20601109&sid=aBBFQ6thBuiY; and http://www.securitiesindustry.com/news/-24116-1.html. 
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mailto:rule-comments@sec.gov

http://www.securitiesindustry.com/issues/19_100/-23702-1.html?zkPrintable=true

http://www.wallstreetandtech.com/financial-risk-management/showArticle.jhtml?articleID=211800273

http://www.tradersmagazine.com/news/high-frequency-trading-benefits-105365-1.html?zkPrintable=true

http://www.bloomberg.com/apps/news?pid=20601109&sid=aBBFQ6thBuiY

http://www.securitiesindustry.com/news/-24116-1.html





 
 
 


   
            2 of 7  
 
  
 


I. Physical and Relationship Independence of Risk Controls 
 


A. Need for Physical Independence - Danger of Physically Integrated Approaches to Systemic Risk Management 
 
Although their speed differential, if any, is measured in mere microseconds, physically integrated risk management systems 
(i.e., risk management systems that are located within the same physical computer chassis as a high frequency trading firm's 
algorithmic trading model or "Algo") can in certain circumstances process transactions faster than other (physically external) 
forms of risk management. However, in order to accomplish the Rule's objective of reducing systemic risk in the marketplace, 
risk management calculations and reference data used for risk calculations (e.g., positions, risk levels, breach history, etc.) 
should be required to be located physically independently from the computer chassis housing the Algo. This is because 
physically integrated risk management systems are subject to the same equipment and environmental conditions that can cause 
failure or malfunction of the Algo itself. Excessive Central Processing Unit ("CPU") consumption by the Algo can also impede 
or entirely prevent risk management operations in a shared chassis environment. Physically integrated risk management 
systems can fail simultaneously with an Algo failure due to shared chassis malfunction or because the Algo is consuming 
excessive CPU power.  In both situations, this could result in failure to prevent improper trading activity and in addition, due to 
the loss of critical risk management calculations and reference data, failure to mitigate damage caused by unwanted transactions 
and failure to comply with regulatory reporting, compliance and surveillance requirements. 4
 


 


It should be noted that the limitations of physically integrated risk management systems exist regardless of who "controls the 
control." Even if an unrelated third party provides risk management controls via a physically integrated risk management 
system, those risk management controls are still subject to potential simultaneous failure within the shared computer chassis, 
and to ineffectiveness due to high CPU utilization by the Algo. 


 
B. Need for Relationship Independence - Systemic Risk Management Should be Controlled by Non-Affiliates 


 
In order to achieve the SEC’s systemic risk management objectives with regard to high frequency trading activity, risk 
management should be controlled by a party independent from the trading entity except as indicated below. Otherwise, some 
trading firms may be tempted to conduct cost-benefit analyses to determine whether profits generated by non-compliant trading 
activities are offset by unlikely detection and / or de minimis fines. To establish requisite independence, the SEC should use the 
established definition of an "affiliated person" under Exchange Act Rule 10A-3(e)(1)(i) which, by analogy, would require that 
risk management be controlled by someone other than "a person that directly, or indirectly through one or more intermediaries, 
controls, or is controlled by, or is under common control with" the trading entity. 
 
The approach currently taken by the Rule requires that firms not receiving independent risk management become registered as 
Broker Dealers and become members of Exchanges / ATSs. This requirement would subject them to SEC and Self Regulatory 
Organization ("SRO") disciplinary actions, sanctions and penalties for failure to comply with the requirements of the Rule. 
However, if the goal of the Rule is to protect against systemic loss in the marketplace then "after the fact" disciplinary actions, 
sanctions and penalties alone are ineffective to prevent financial loss to innocent counterparties and clearing firms5


 


 in the first 
place. 


The SEC should require that risk controls be managed by a party that is not "affiliated"6


                                                      
4 Risk management calculations and reference data for risk calculations (e.g., positions, risk levels, breach history, etc.) located physically independent from 
a computer chassis housing an Algo that has gone awry will retain account level and market wide awareness of the Algo's orders / executions in the market 
which supports immediate remedial action (e.g., permitting 'liquidate only' transactions) to reduce the scope of exposure and limit systemic impacts to the 
market as well as ensure compliance with regulatory reporting, compliance and surveillance requirements. In the same situation, physically integrated risk 
management systems could permanently lose all information. 


 with a trading firm unless the firm 
manages its own risk controls and clears its own trades to avoid exposing third party clearing firms to potential losses - e.g., 
proprietary trading groups. Changes should also be considered to the National Securities Clearing Corporation ("NSCC") 


 
5 If an Algo malfunction / failure depletes the assets of a high frequency trading firm to the point that it goes bankrupt, the clearing firm for the high 
frequency trading firm will suffer losses from all "locked-in" trades and counterparties can suffer damages that ultimately have to be covered by the clearing 
firm or by other NSCC member firms. The fact that SEC / SRO disciplinary actions, sanctions and penalties exist against the bankrupt high frequency 
trading firm does not provide effective remedy or redress to such innocent third parties. 
 
6 As defined in Exchange Act Rule 10A-3(e)(1)(i). 
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Procedure XV, Clearing Fund Formula and Other Matters7


 


, which only requires a $10,000 clearing fund deposit for a trading 
firm that transacts business in securities that "settle" each day. This change is proposed because the biggest danger presented by 
a self-clearing high frequency trading firm is that an Algo could erroneously accumulate significant holdings (both long and 
short) in a single trading day which the firm would not have the financial ability to stand behind or to "settle." If this occurs, 
and it is the first time that the high frequency trading firm has not "settled" by day end, it would not have been previously 
required to increase its clearing fund deposit. A high frequency trading firm that has historically gone "flat" (i.e., has "settled" at 
the end of each trading day) would only have a $10,000 NSCC clearing fund deposit - an amount which should be increased to 
reduce risk to other NSCC members in the event of bankruptcy of a high frequency self-clearing firm due to the contractual 
obligation of members to make up for shortfalls in the ability of another NSCC member firm to cover its losses.  


II. Risk Controls with Cross-Market / Account Level Awareness 


In order to address systemic implications, account level awareness - a fundamental prerequisite for effective systemic risk 
management - should not be limited to the aggregation of orders / executions at any particular Exchange / ATS. Rather, account 
level awareness should include account level trading activity across all liquidity destinations as well as impacts of changes in 
market conditions on existing securities positions which can lead to significant losses even absent current trading activity.8


 


 Risk 
management tools provided by Exchanges / ATSs fail to address systemic concerns because they lack cross-market, account 
level awareness. An individual Exchange / ATS risk management system only has order-level awareness, and it only knows 
about trading activity in its own environment. Exchange / ATS risk checks are unaware of orders, executions, locates consumed 
and positions of trading entities in other liquidity centers. Because of these "blind spots," Exchanges and ATSs cannot see 
impacts across the market specific to individual trading entities and therefore their risk controls are ineffective to prevent 
systemic loss - i.e., risk beyond the purview of their particular liquidity center. Therefore, it is imperative that cross-market, 
account level systemic risk controls like those specified in the Rule be mandated to prevent systemic errors from occurring in 
the first place.  


We propose the Rule be implemented initially across all Exchanges and ATSs with regard to single asset class risk controls and 
subsequently implemented to take into account cross asset risk controls.9


 
 


                                                                
 
     Consistent account level risk controls across venues           Order level venue specific risk checks only 
  
                                                      
7 See pages 242 through 251 of National Securities Clearing Corporation Rules & Procedures (available at 
http://www.dtcc.com/legal/rules_proc/nscc_rules.pdf)  
 
8 For example, if the market moves against outstanding short positions, then losses can quickly accumulate beyond committed capital allocations even 
without current trading activity. This is an important factor to consider for effective systemic risk management.  Exchange / ATS risk management systems 
fail to address this factor. 
 
9 This approach would also facilitate potential coordination with the Commodity Futures Trading Commission with regard to systemic risk management 
across all asset classes. 


  



http://www.dtcc.com/legal/rules_proc/nscc_rules.pdf
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III. Real-Time Trade Flow Controls 


The increased velocity of trades entering the market as a result of high frequency trading has caused a "temporal shift" in the 
industry - perspectives and priorities previously associated with execution risk and clearing risk and pre-trade and post-trade 
risk management are converging. Disciplinary actions, sanctions and penalties alone are inadequate to protect financial markets 
against systemic loss10


 


. Real-time risk checks and automated safeguards should be mandated at those points in the trading 
process where relevant and necessary information becomes available to limit potential systemic implications to the market. 
While real-time risk management is critical particularly with respect to high frequency trading, we believe a more 
representative view of a trading firm's overall position and risk profile is available via an algorithmic approach versus an order-
only approach to risk management. The Rule as currently drafted appears to require treatment of all potential and resting orders 
as if they were executed without giving effect to actual executions and cancellation rates. We believe this approach is unduly 
restrictive and would have a significant negative impact on market liquidity with minimal increased systemic protection over 
alternative algorithmic approaches to risk management. 


We suggest that the SEC mandate real-time trade flow controls which incorporate an algorithmic approach to resting orders, 
executions and cancellation rates in order to accomplish desired improvements in systemic risk management without adversely 
impacting liquidity in the marketplace. For example, orders having a 100% chance of violating regulations (e.g., Single Order 
Quantity, Single Order Value, Restricted Stock, etc.) should be prevented from ever entering the marketplace whereas orders 
that would trigger a regulatory infraction only where changes to account positions and / or market conditions occur should be 
addressed with a more algorithmic approach. If, for example, a committed capital risk control is desired, rather than counting all 
potential and resting orders as executions (which would significantly curtail liquidity11


 


), orders and executions should be 
tracked and when executed orders reach a pre-defined percentage of the desired committed capital allocation then all open 
orders should be cancelled and additional orders prevented from entering the market (other than perhaps orders that would help 
to ameliorate the situation). Another potential approach would involve taking into consideration liquidity and volatility of a 
subject security together with relative positions of resting orders within the active "book" for that security to determine the 
likelihood of exposure and the appropriate time to cancel open orders, etc. 


IV. Consistent Application, Auditing and Enforcement of Risk Management Controls 
 
Unless the SEC mandates the specific requirements for systemic risk controls, implementation of risk checks by different 
market participants will be inconsistent. As a result of such inconsistencies, SEC / SRO audits will be more costly, less 
efficient and less effective, leading to "regulatory arbitrage" at the Broker Dealer level and resulting in disparate application 
of regulatory standards. We propose that the SEC require use of the following algorithmic-based Real-Time Risk 
Management Checks12 across all financial markets at the order level and account level, as appropriate. 13


 
 


Order Level Risk Checks for Equities 
 


Risk Checks Description 


 
Exchange / ATS 


Solution 


    
 Cross-Market 


Solution 
 


Price checks 
Comparison of current market price with order 
price to ensure trade is within accepted 
tolerance. If not, order is rejected. 


 
   


 


 
  


 


Order Type Checks Restricts pre-defined, specific order types. 
Order types not allowed are rejected. 


 
   


 
  


                                                      
10 See supra, note 5. 
 
11 For example, high frequency trading firms that utilize trading strategies with high cancellation rates would prematurely consume allocated committed 
capital and could not engage in additional legitimate trading once the total of their potential and resting orders reach their specified threshold. 
 
12 These Real-Time Risk Management Checks were submitted to the SEC on April 29, 2009 in the context of NASDAQ's proposed sponsored access rule 
(File No. SR-NASDAQ-2008-104). See http://www.sec.gov/comments/sr-nasdaq-2008-104/nasdaq2008104-12.pdf  
 
13 Effective implementation of these or other Real-Time Risk Management Checks will require that they be controlled by independent parties, on a cross-
market / account level basis in real-time as set forth in Sections I, II and III above.  



http://www.sec.gov/comments/sr-nasdaq-2008-104/nasdaq2008104-12.pdf
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Short Sales/Locates Ensures full compliance with Reg SHO with 
regards to locate management and decrements. 


 
 


 
  


 


Restricted List Stops a client's attempt to trade a stock that is 
on the Restricted Stock List.  


 
 


 


 
  


 


Easy to Borrow  Stops a trade that attempts to short a symbol 
not on the ETB list or without a valid locate. 


 
 
 


 
  


 


SOQ Limit 
Pre-set limit for the maximum share count 
allowed on an order. If the order share count is 
higher than this limit, order is rejected. 


 
 


 


 
  


 


SOV Limit 
Pre-set maximum dollar value allowed for a 
single order. If the order value is higher than 
this limit, order is rejected. 


 
 


 
  


 
Account Level Risk Checks for Equities 
 


Risk Checks Description 


  
 Exchange / ATS 


Solution 


    
 Cross-Market 


Solution 
 


Buy Limit  


Running sum of all Buy orders (shares x price) 
consumed for the day for all activity across all 
exchanges. If account exceeds this limit, all 
inbound orders will be rejected and current open 
orders will be cancelled. 


 
 
 


 
 


 
 


Committed Capital 
Limit 


Pre-set limit for the amount of Net Committed 
Capital available for this customer account for 
all activity across all exchanges. If the account 
exceeds this limit, all inbound orders will be 
rejected and current open orders will be 
cancelled. 


 
 
 


 


 
 
 


  
 


Committed Capital 
Used 


Running sum of Committed Capital Used for all 
activity across all exchanges. Committed Capital 
Used increases when Buys add to long positions 
and Sells add to Short positions. Committed 
Capital Used is reduced when Buys offset 
existing Short position and Sells offset Long 
positions. If the account exceeds this limit, all 
inbound orders will be rejected and current open 
orders will be cancelled. 


 
 
 
 
 


 
 
 
 


  
 


Gross Market Value 
Limit 


Pre-set limit for current market gross value of 
total unboxed positions (total open longs at 
market + total open shorts at market) for all 
activity across all exchanges. If the account 
exceeds this limit, inbound orders will be 
rejected and current open orders will be 
cancelled. 


 
 
 
 


 
 
 


  
 


Long Market Value 
Limit 


The current market value of long positions 
across all activity across all exchanges. If the 
account exceeds this limit, all inbound orders 
will be rejected and current open orders will be 
cancelled 
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Sell Limit 


Running sum of all Sell orders (shares x price) 
consumed for the day for all activity across all 
exchanges. If the account exceeds this limit, all 
inbound orders will be rejected and current open 
orders will be cancelled. 


 
 
 


 
 


  
 


Realized P&L Loss 
Limit 


Real-time Realized P&L Loss limit – reflected 
as a percentage of Committed Capital. If the 
account exceeds this limit, all inbound orders 
will be rejected and current open orders will be 
cancelled. 


 
 


 
 


  
 


 
Unrealized P&L Loss 
Limit 


Real-time Unrealized P&L Loss limit – reflected 
as a percentage of Committed Capital. If the 
account exceeds this limit, all inbound orders 
will be rejected and current open orders will be 
cancelled. 


 
 


 
 


  
 


 
Order Level Risk Checks for Options 
 


Risk Checks Description 


  
 Exchange / ATS 


Solution 


    
Cross-Market 


Solution  
 


SOQ - Market Orders Single Order Quantity check for options 
contracts that are market orders. 


 
  


 


 
  


 


SOQ - Limit Orders Single Order Quantity check for options 
contracts that are limit orders. 


 
  


 


 
  


 


SOV - Market Orders Single Order Value check for options contracts 
that are market orders.  


 
  


 


 
  


 


SOV - Limit Orders Single Order Quantity check for options 
contracts that are limit orders. 


 
  


 


 
  


 


Max Number of 
Contracts by Name 


Maximum number of contracts allowed under 
one name. 


 
  


 


 
  


 


Restricted Products 
List 


Rejects an order when a client attempts to trade 
a product on the Restricted Product List.  


 
  


 


 
  


 
 
Account Level Risk Checks for Options 
 


Risk Checks Description 


 
Exchange / ATS 


Solution 


 
Cross-Market 


Solution  


 
Max Position Quantity 
by Symbol 


Total maximum number of contracts allowed for 
a specific underlying asset.  
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Committed Capital Indicates when Net Committed Capital Used > 
Net Committed Capital limit. 


 
 


 
 


Cash Indicates when Net Cash Used > Net Cash limit. 
 
 


 
 


 


Delta Measures an option's sensitivity to changes in 
price of the underlying asset. 


 
 


 
 


 


Gamma Measures the delta sensitivity to changes in 
price of the underlying asset. 


 
 


 
 


 


Vega Measures an option's sensitivity to changes in 
volatility of the underlying asset. 


 
 


 
 


 


Theta Measures an option's sensitivity to time decay. 
 
 


 
 


 
 
 
 


* * * * * 
 
 


 
FTEN appreciates the opportunity to provide feedback on the SEC's proposed Rule 15c3-5 Risk Management Controls for 
Brokers or Dealers with Market Access (File No. S7-03-10).  
 
Sincerely, 
 


                                    
 
Ted Myerson    Doug Kittelsen         M. Gary LaFever 
Chief Executive Officer   Chief Technology Officer        General Counsel 
 
 
 
 
 
 
 
cc:  The Hon. Mary L. Schapiro, Chairman 


The Hon. Kathleen L. Casey, Commissioner 
The Hon. Elisse B. Walter, Commissioner 
The Hon. Luis A. Aguilar, Commissioner 
The Hon. Troy A. Paredes, Commissioner 
Robert W. Cook, Director, Division of Trading and Markets 
James Brigagliano, Deputy Director, Division of Trading and Markets 
David Shillman, Associate Director, Division of Trading and Markets 
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FTEN Europe Ltd. 
Warnford Court 
29 Throgmorton Street 
London  EC2N 2AT  
United Kingdom 


 
 
April 30, 2010 
 
 
Via Website Submission to www.cesr.eu 
 
Committee of European Securities Regulators 
11-13 avenue de Friedland 
75008 Paris 
France 
+33 (0)1 58 36 43 21 
 


 
Ref.: CESR/10-142 Micro-structural issues of the European equity markets 


 
Dear Sir or Madam, 
 
FTEN, Inc. and FTEN Europe Ltd. (collectively, "FTEN")1 appreciate the opportunity to submit evidence with regard to Micro-
structural issues of the European equity markets specifically related to high frequency trading ("HFT") and Sponsored Access 
("SA").2


 
  


FTEN believes that HFT/SA is an increasingly important element of international financial markets due to its positive influence 
on market liquidity, transparency and price discovery but we applaud actions by the U.K. Financial Services Authority ("FSA") 
to require management of associated systemic risks by means of a combination of pre-trade and post-trade risk controls together 
with flow controls to prevent "naked access." We believe reasonable and effective management of the risks associated with 
HFT/SA is necessary to avoid potential "backlash" which could lead to overregulation and possible prohibition of this 
beneficial business practice. 
 
HFT/SA is pervasive across the industry. Traders often interact with the markets through simultaneous and diverse means - 
separated both physically (on numerous Exchanges and MTFs) as well as via various trading mechanisms (e.g., HFT and SA) 
trading various asset classes (e.g., Equities, Options and Futures). HFT/SA traders generally do not trade on only one system or 
at only one venue, and do not trade only one asset class. And, because of the tremendous speed at which significant potential 
exposure can be accumulated, traditional methods of dealing with infractions "after the fact" via regulatory audits, penalties and 
sanctions are insufficient control mechanisms to safeguard the systemic integrity of the financial markets. 
 
I. Independence of Risk Controls 
 
In order to reduce systemic risk with regard to non-member HFT/SA trading activity, we agree with the FSA’s position that risk 
management should be controlled by a party independent from the trading entity, namely the sponsoring broker. In addition, we 
believe risk controls for non-member HFT/SA trading firms should be required to be provided by firms that are independent 
from the HFT/SA firm. In this manner, there will be no temptation on the part of a non-member HFT/SA trading firm to 
conduct a cost-benefit analyses to determine whether profits generated by non-compliant trading activities are offset by unlikely 
detection and / or minimal fines. 
 
  
                                                      
1 As an independent third party technology solutions provider, FTEN enables prime brokers, clearing firms, broker-dealers, hedge funds, proprietary trading 
groups, exchanges and alternative trading systems to achieve greater access, speed and control through scalable, low-latency routing, real-time intra-day risk 
management, compliance, surveillance and market data services (see http://www.securitiesindustry.com/issues/19_100/-23702-1.html?zkPrintable=true). On 
October 30, 2008, FTEN announced strategic minority investments in the company by Merrill Lynch, Goldman Sachs, J.P. Morgan, and Credit Suisse in 
connection with FTEN's initiatives to redefine global financial securities risk management, compliance and surveillance (see 
http://www.wallstreetandtech.com/financial-risk-management/showArticle.jhtml?articleID=211800273). 
 
2 Additional observations are available in a paper entitled Gaining Speed: Direct Access Methods for High Frequency Trading which can be found  at 
www.ften.com/downloads/Insight_HFTOptions.pdf. 
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II. Minimum Risk Controls for Proprietary Trading 
 
In the case of HFT trading activity by member firms where a trading entity conducts proprietary trading under its own 
membership, regulators have so far not made any clear statement with regard to the need for risk controls. While the vast 
majority of member firms participating in proprietary trading have effective risk controls, for certain trading strategies the 
existence of any risk controls necessarily introduces some latency which puts the member firm at a disadvantage vis-à-vis other 
member firms who may elect to participate in proprietary trading without using pre-trade risk controls. To ensure there is a 
"level playing field" among member firms engaged in proprietary trading and to provide protection for clearing firms that are 
responsible for trades of member firms that go bankrupt due to lack of risk controls, we believe reasonable risk controls should 
be required for member firms engaging in proprietary trading.  
 
III. Risk Controls with Cross-Market / Account Level Awareness 


In order to address systemic implications, account level awareness should include account level trading activity across all 
liquidity destinations. Risk management tools provided by Exchanges / MTFs do a good job of addressing order level risks but 
fail to address certain systemic concerns because they lack cross-market, account level awareness. We propose that Exchange / 
MTF-based order level risk controls be augmented by cross-market, account level risk controls to negate systemic risk on a 
broader, market-wide level.  
 
IV. Real-Time Trade Flow Controls 


The increased velocity of trades entering the market as a result of HFT/SA trading has caused a "temporal shift" in the industry 
- perspectives and priorities previously associated with execution risk and clearing risk and pre-trade and post-trade risk 
management are converging. As a result, disciplinary actions, sanctions and penalties alone are inadequate to protect financial 
markets against systemic loss. For these reasons, we agree with the FSA requirement for real-time trade flow controls. 
 
V. Consistent Auditing and Enforcement of Risk Management Controls 


Unless systemic risk controls are consistently audited and enforced, implementation of risk checks by different market 
participants will be inconsistent. As a result of such inconsistencies, regulatory audits will be more costly, less efficient and 
less effective, leading to "regulatory arbitrage" resulting in disparate application of regulatory standards. We therefore 
encourage consistent auditing and enforcement of mandated risk control requirements. 
 


* * * * * 


 
 
FTEN appreciates the opportunity to provide feedback on CESR/10-142 Micro-structural issues of the European equity 
markets. 
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August 9, 2010 
 
Via Email to rule-comments@sec.gov 
 
Elizabeth M. Murphy, Secretary 
Securities and Exchange Commission 
100 F. Street, NE 
Washington, D.C., 20549-1090 
 
Re:   Comments on Release No. 34-62174; File No. S7-11-10 - Consolidated Audit Trail Rule 613 
 
Dear Ms. Murphy, 
 
FTEN, Inc. ("FTEN")1


 


 appreciates the opportunity to comment on File No. S7-11-10 - Consolidated Audit Trail 
Rule 613 (the "Rule") under consideration by the Securities and Exchange Commission (the "SEC"). 


Today's financial markets are so advanced that regulators are no longer able to comprehend what happens in a 
timely enough manner to manage systemic risk. A regulatory tool such as that envisioned by the SEC in the 
Consolidated Audit Trail ("CAT") can no longer be viewed as "nice to have" but is clearly a "must have" tool to 
manage systemic risk. In this context, it is critical that the SEC strike the appropriate balance regarding: 
 


 EXPEDITIOUS ACTION - The industry must act quickly to safeguard the integrity and viability 
of our financial markets. It should pursue solutions already in use by major market participants to 
empower regulators to act immediately. 
 


 MORE EFFECTIVE RISK MITIGATION - The efforts that have been expended to date to try 
to understand the May 6th "flash crash" highlight the lack of cross-market transparency, 
accountability and control.  
 


 AVOID UNNECESSARY ECONOMIC BURDEN - A "Greenfield"2 or "Bespoke"3


 


 approach to 
developing CAT will result in a de facto tax on the financial industry at a time when it can't 
afford it - this approach will take the longest time, cost the most to develop, and will likely fail. 


Therefore, in the context of a regulatory tool like CAT it is critical to bear the following in mind: 
 


 Currently available commercial systems are capable of immediately accomplishing CAT goals of 
real-time cross-market transparency, accountability and control with no implementation risk and 
for far less than the estimated multi-billion dollar price tag;  


                                                 
1 As an independent third party technology solutions provider, FTEN enables prime brokers, clearing firms, broker-dealers, hedge funds, 
proprietary trading groups, exchanges, alternative trading systems and regulators to achieve greater access, speed and control through 
scalable, low-latency routing, real-time intraday systemic risk management, surveillance, compliance and market data services (see 
http://www.securitiesindustry.com/issues/19_100/-23702-1.html?zkPrintable=true). On October 30, 2008, FTEN announced a strategic 
consortium minority investment in the company by Merrill Lynch, Goldman Sachs, J.P. Morgan, and Credit Suisse to facilitate FTEN's 
initiatives to redefine global financial securities systemic risk management, surveillance and compliance (See 
http://www.wallstreetandtech.com/financial-risk-management/showArticle.jhtml?articleID=211800273). 
2 PC Magazine defines a "Greenfield" development project as one undertaken without leveraging existing systems or resources - see  
http://www.pcmag.com/encyclopedia_term/0,2542,t=greenfield&i=43956,00.asp 
3 TechTerms defines "Bespoke" as software custom developed for a specific purpose - see http://www.techterms.com/definition/bespoke 



http://www.ften.com/

mailto:rule-comments@sec.gov

http://www.securitiesindustry.com/issues/19_100/-23702-1.html?zkPrintable=true

http://www.wallstreetandtech.com/financial-risk-management/showArticle.jhtml?articleID=211800273
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 The industry cannot afford to finance a multi-billion dollar project when the economy is still 


reeling from the 2008 financial crisis4


 
; 


 Most large-scale Greenfield / Bespoke development projects involve significant time and cost 
overruns; and 
 


 The opportunity presented by CAT should be leveraged to bring additional efficiencies and 
benefits to the financial markets as further described below. 
 
 


I. DIFFERENT PERSPECTIVES ON A CONSOLIDATED AUDIT TRAIL 
 
CAT is intended to be a powerful regulatory tool to collect real-time financial securities order and execution 
information throughout the life cycle of transactions regardless of trading systems used or liquidity destinations 
accessed. The SEC desires to use CAT to more effectively surveil and protect U.S. equities and options markets by 
quickly identifying and reacting to inappropriate activities and abuses by market participants. In addition, the plan is 
for CAT to be leveraged by each member of the CAT consortium5


 


 for their own risk management, surveillance and 
compliance. In this manner, CAT could help fulfill critical systemic regulatory functions that are necessary for 
numerous reasons, including the following:    


 Financial markets are much more complex, inter-related and faster than ever before; 
 


 Access to the financial markets is easier than ever before (with lower capital requirements and 
barriers to entry) and the velocity and complexity of trading practices is constantly increasing; 
 


 There is incredible pressure to reduce latencies and risk controls in order to increase transaction 
speeds and improve revenues; 
 


 Outdated tools used by regulators today were designed decades ago for a much different market 
structure – in many respects regulators are essentially "running blind"; 
 


 Regulators desire a solution to address current market conditions and to also provide flexibility to 
accommodate future innovations so that markets can continue to thrive; and 
 


 Regulators desire a solution that can automatically detect and react to inappropriate activities and 
abuses so they can more effectively deploy resources - if much of what staff investigate today 
could be captured and evaluated automatically in real-time, regulators could better deploy 
resources to look for new sources of inappropriate behavior and abuse rather than struggling to 
keep pace using antiquated tools. 
 


  


                                                 
4 There is no “budget” to finance CAT - the ultimate cost will be borne by individual investors since it represents new costs not offset by new 
revenues - it will be recouped by increased transaction costs and the resulting de facto tax on market activity could jeopardize the 
competiveness and viability of capital markets at the very time they should be the "engine" powering the road to economic recovery. 
5 The CAT consortium is comprised of the nine "national securities exchanges" (as defined in SEC Rule 600(a)(45) of Regulation NMS as 
any exchange registered pursuant to Section 6 of the Exchange Act (15 U.S.C. 78f). 17 CFR 242.600(a)(45)) and FINRA as the only current 
"national securities association" (as defined in Rule 600(a)(44) of Regulation NMS as any association of brokers and dealers registered 
pursuant to Section 15A of the Exchange Act (15 U.S.C. 78o-3). 17 CFR 242.600(a)(44)). 
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There are two potential approaches to CAT: 


 Greenfield / Bespoke Approach – As proposed in the initial Rule filing, the SEC could mandate a 
custom developed CAT system and require that all trading systems and order pathways be 
modified to capture trade data at each step in the process and transmit data in real-time as 
specified to CAT. However, as more fully explained below, the vast majority of existing financial 
industry infrastructure consists of disparate systems which are involved in a variety of different 
processes related to trade flow but which do not interoperate or "speak" to one another in a way 
that would tolerate such changes and would therefore be prohibitively difficult and expensive to 
modify. The necessary cost to develop the requisite new infrastructure to capture, enrich and 
deliver data to CAT (aka “feeding the CAT”) as well as infrastructure for the storage and analysis 
of CAT data (which would include market data, order flow data, execution data, allocation data 
and clearing data) would be analogous in magnitude to the costs that led to abandonment of the 
worldwide T+1 / Straight-Through-Processing ("STP") initiative in 2004.6


 


 For these reasons, a 
Greenfield / Bespoke approach to CAT is neither in the best interest of financial markets nor in 
the best interest of individual investors.  


 


                    Figure 1 - Depiction of the Complexity of a                              Figure 2 - Depiction of the Simplicity 
                                         Greenfield / Bespoke Approach                                                                 of an Iterative Approach 


 
 


Iterative Approach - The SEC should leverage already deployed and commercially available 
solutions that are in production use today by major market participants to immediately achieve 
CAT goals of real-time cross-market transparency, accountability and control. An iterative 
approach would leverage existing systems to capture order and execution data in real-time from 
liquidity destinations (exchanges, ECNs, ATSs and dark pools) and "map" the data back to 
original trade submissions by market participants without requiring integration with, or changes 
to, market participant systems or to liquidity destination systems and without modifying existing 
order flow. As further described in Section VI below7


                                                 
6 In 2004, the lack of financial industry support for the worldwide T+1 / STP initiative because of high costs versus perceived benefits led to 
abandonment of the initiative notwithstanding significant potential systemic benefits to the marketplace. 


, having real-time cross-market access to 
"Liquidity Destination Data" and "Market Participant Data" (as such terms are defined in Section 
VI) would put regulators light years ahead of where they are today and provide them with real-
time cross-market transparency, accountability and control. 


7 See Section VI below - CAPABILITIES AND BENEFITS OF READILY DEPLOYABLE AND COMMERCIALLY AVAILABLE 
ITERATIVE SOLUTIONS. 
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o Iterative Phase I - Real-Time Cross-Market Liquidity Destination Data: Aggregating, 
normalizing and analyzing real-time cross-market data directly from liquidity 
destinations (i.e., exchanges, ECNs, ATSs and dark pools) in their native formats without 
requiring them to change how they do business would give regulators immediate 100% 
real-time visibility into cross-market orders and executions by High-Frequency 
Trading ("HFT") firms8- a high priority group estimated to account for as much as 
73% of today's market volume. 9
 


 


 
 


o Iterative Phase II - Real-Time Market Participant Data: Adding the capability to capture 
real-time electronic drop copies of initial order requests (and related executions) when 
they are first received by each market participant would enable regulators to evaluate best 
execution for orders. All that would be needed from market participants would be for 
them to deliver real-time electronic drop copies of contemplated orders and resulting 
executions in whatever form they already use without requiring them to change how they 
do business. To minimize the amount of disruption to market participants during Phase II, 
information regarding intermediate processes (e.g., Smart Order Routers, VWAP, etc.)  
within an organization would not be required to be reported yet, but rather, only initial 
order requests received by the market participant and related executions. 
 


o Iterative Phase III - End-of-Day OATS / OTS / COATS Data Format Submissions: In 
Phase III, market participants would be required to deliver information regarding 
intermediate processes (e.g., Smart Order Routers, VWAP, etc.) omitted in Phase II. 


                                                 
8 High Frequency Trading ("HFT") firms generally access markets directly to minimize latency so there are no intermediary steps between 
HFT orders and liquidity destinations so  real-time review of liquidity destination information would provide 100% coverage for HFT trading.  
9 See SEC Proposed Rule: Large Trader Reporting System at http://www.sec.gov/rules/proposed/2010/34-61908.pdf 



http://www.sec.gov/rules/proposed/2010/34-61908.pdf
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Adding this supplementary data at end-of-day by leveraging familiar OATS / OTS / 
COATS data format structures would enable more efficient deployment of regulatory 
resources to pursue apparent inappropriate behavior and abuses. 
 


o Iterative Phase IV - Additional Functionality: CAT could be enhanced to provide 
additional functionality and to accommodate new regulatory objectives. For example, 
CAT could provide real-time risk management and counter-party awareness to address 
SEC Rule 15c3-5 Market Access concerns like naked / sponsored access, help resolve 
allocation issues, serve as a real-time conduit to coordinate "circuit breaker" responses 
across markets and asset classes, address objectives of the SEC Large Trader Reporting 
System, serve as an industry-wide securities master file, and serve as a framework to be 
leveraged by other regulatory agencies (e.g., the new Office of Financial Research or 
"OFR"  as well as the U.S. Commodity Futures Trading Commission or "CFTC") to 
avoid unnecessary duplication of effort and potential regulatory fragmentation. Done 
correctly, CAT could even help firms enhance their internal operational efficiencies 
thereby strengthening the competitiveness and viability of our financial markets and 
helping to restore individual investor confidence.  
 


 
 


         To learn how this schedule is possible see Sections VI and VII below 
 


 
 
II. ITERATIVE REGULATORY REFORMS CAN ACCOMPLISH GOALS WITHOUT DAMAGING 


ECONOMIC RECOVERY 
 
There is general widespread support for efforts by the SEC and other domestic and international regulators to 
implement measures to help control systemic risk and ensure the financial stability of markets. However, there is 
equal concern that imprudent policy decisions and / or misguided implementation efforts could adversely impact 
needed economic recovery.10


                                                 
10 See Washington Post article entitled "Systemic Risk Theory Gains in Stature as Way To Prevent Next Bubble" at 


 Even before the recent enactment of the Dodd-Frank Wall Street Reform Act, the 
number and scope of pending regulatory reforms in the U.S. alone were daunting. It is understandable why 
organizations such as the International Monetary Fund ("IMF") and the Switzerland-based Bank for International 


http://www.washingtonpost.com/wp-dyn/content/article/2010/07/26/AR2010072603338.html  



http://www.washingtonpost.com/wp-dyn/content/article/2010/07/26/AR2010072603338.html
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Settlement ("BIS") highlight the need for prudent policymaking11


 


 given the tremendous economic burden that 
pending regulatory initiatives could entail. Examples of such burdens include: 


 The SEC estimates that CAT Rule 613 will cost $4 Billion in year one and $2.1 Billion per year 
thereafter;12


 
 


 SEC Market Access Rule 15c3-5 is estimated to cost between $100 Million to $2 Billion in year 
one and $100 Million to $2 Billion per year thereafter;13


 
 


 The Financial Information Forum ("FIF") estimates that the cost of the SEC 's proposed Large 
Trader Reporting System (SEC File Number S7-‐10-‐10) would range from $30 Million to $750 
Million annually;14


 
 


 The cost of complying with Basel III internationally has been estimated at $100 million per 
bank;15


 
 and 


 Deloitte has estimated that the annual cost of implementing risk governance frameworks at the 
world’s leading 100 financial institutions will exceed $100 Billion in 2012.16


 
 


Michael Lynch, head of execution services for the Americas at Bank of America Merrill Lynch, was quoted in a 
recent Traders Magazine interview as saying "The biggest issue for us is that there are so many things in flux from a 
regulatory perspective. We'd be encouraged if the SEC narrowed their focus to the most pressing issues."17


 


 For 
these reasons, regulatory reforms such as CAT should be critically analyzed to ensure they provide maximum 
benefit at minimum cost and with minimal delay in order to ensure the continued viability of financial markets 
without creating unwanted threats to economic recovery.  


 
III. ITERATIVE SOLUTIONS ARE THE BEST WAY TO ACCOMPLISH REAL-TIME, CROSS-MARKET 


RISK MANAGEMENT AND SURVEILLANCE AS NECESSARY FOR THE INDUSTRY TO 
CONTINUE TO ENJOY THE BENEFITS OF ELECTRONIC TRADING WITHOUT SUBJECTING 
FINANCIAL MARKETS TO UNACCEPTABLE SYSTEMIC RISK EXPOSURE 


 
Chairman Schapiro highlighted the need for real-time risk management and surveillance in her May 20, 2010 
testimony before the Subcommittee on Securities, Insurance, and Investment of the United States Senate Committee 
on Banking, Housing, and Urban Affairs when she testified that: 
 


"One of the challenges we face in recreating the events of May 6 is the reality that the 
technologies used for market oversight and surveillance have not kept pace with the technology 
and trading patterns of the rapidly evolving and expanding securities markets. There are 
mechanisms already in place to coordinate surveillance among markets. For example, the 
Intermarket Surveillance Group provides a framework for the sharing of information and the 
coordination of regulatory efforts among exchanges trading securities and related products to 


                                                 
11 Ibid. 
12 See proposed SEC Consolidated Audit Trail Rule 613 filing at www.sec.gov/rules/proposed/2010/34-62174.pdf 
13 See proposed SEC Market Access Rule 15c3-5 filing at http://www.sec.gov/rules/proposed/2010/34-61379.pdf and related Comment 
Letters at http://www.sec.gov/comments/s7-03-10/s70310.shtml 
14 See FIF Comment Letter regarding proposed Large Trader Reporting System at http://www.sec.gov/comments/s7-10-10/s71010-78.pdf 
15 See http://www.information-management.com/news/basel_data_modeling-10018034-1.html 
16 See http://www.deloitte.com/print/en_GB/uk/industries/financial-services/5d3a9564c6da6210VgnVCM200000bb42f00aRCRD.htm# 
17 See http://www.tradersmagazine.com/news/bank-of-america-merrill-lynch-high-frequency-trading-circuit-breakers-algos-106130-1.html 



http://www.sec.gov/rules/proposed/2010/34-62174.pdf

http://www.sec.gov/rules/proposed/2010/34-61379.pdf

http://www.sec.gov/comments/s7-03-10/s70310.shtml

http://www.sec.gov/comments/s7-10-10/s71010-78.pdf

http://www.information-management.com/news/basel_data_modeling-10018034-1.html

http://www.deloitte.com/print/en_GB/uk/industries/financial-services/5d3a9564c6da6210VgnVCM200000bb42f00aRCRD.htm

http://www.tradersmagazine.com/news/bank-of-america-merrill-lynch-high-frequency-trading-circuit-breakers-algos-106130-1.html
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address potential intermarket manipulations and trading abuses. However, audit trail 
requirements vary between markets, resulting in a lack of current, readily accessible securities 
order and execution data. Today's fast, electronic, and interconnected markets demand a robust 
consolidated audit trail and execution tracking system."18


 
 (emphasis added) 


Chairman Gensler of the CFTC similarly highlighted the impact of changes in technology when he testified at the 
same hearing that: 
 


"Futures market trading until recent years largely was transacted through open outcry among 
participants physically standing on the exchange trading floor. Today, 88 percent of futures and 
options trading on the CME is done electronically. The E-Mini contract is 100 percent electronic. 
The move from trading on the floor of an exchange to electronic trading introduced significant 
changes in trading methods. These include algorithmic trading, automated execution and 
electronic market making."19


 
 


The Financial Markets Group of the Federal Reserve Bank of Chicago published a report on March 1, 2010 entitled 
"Controlling Risk in a Lightning-Speed Trading Environment" which included an analysis of benefits and concerns 
associated with electronic trading. The report stated that: 
 


"There is evidence that high-frequency algorithmic trading also has some positive benefits for 
investors by narrowing spreads - the difference between the price at which a buyer is willing to 
purchase a financial instrument and the price at which a seller is willing to sell it - and by 
increasing liquidity at each decimal point. However, a major issue for regulators and 
policymakers is the extent to which high-frequency trading, unfiltered sponsored access, and co-
location amplify risks, including systemic risk, by increasing the speed at which trading errors or 
fraudulent trades can occur."20


 
 


A recent study by the Global Association of Risk Professionals ("GARP") entitled "Risk Management Systems in 
the Aftermath of the Financial Crisis - Flaws, Fixes and Future Plans" noted that most firms do not perform risk 
management until the end-of-day even though risk professionals largely agree that they should have real-time risk 
controls.21 Similarly, a recent survey by the Securities Industry and Financial Markets Association ("SIFMA") 
indicated that while 83% of SIFMA members believe that increased transparency is necessary to guard against 
systemic risk, only 53% of firms have any real-time risk management systems in place.22 Even before recent events 
such as the "flash crash" of May 6th, Oliver Wyman noted that "confidence in the risk management practices of 
financial institutions is [at the] lowest point in a generation."23


 
 And a recent related blog post stated that: 


"Exchanges, ECNs, brokers, traders and regulators all must take an intelligent approach to 
monitoring and surveillance in order to prevent rogue trades and fat fingers. Transparency is the 
key. Regulators in the U.S. and Europe are concerned about the lack of transparency in markets 
where high frequency algorithmic trading takes place, as well as in dark pools….The detection of 
abusive patterns or fat fingered mistakes must happen in real-time, ideally before it has a chance 
to move the market. This approach should be taken on board not just by regulators, but by the 
industry as a whole."24


                                                 
18 See 


 


http://banking.senate.gov/public/index.cfm?FuseAction=Files.View&FileStore_id=441e3fe8-f296-4535-a050-99fe05eb735b 
19 See http://banking.senate.gov/public/index.cfm?FuseAction=Files.View&FileStore_id=310c98ed-76c6-42d3-9b62-1d4e71f472c0  
20 See http://www.chicagofed.org/webpages/publications/chicago_fed_letter/2010/march_272.cfm 
21 See http://www.allbusiness.com/technology/software-services-applications-information/14820531-1.html 
22 See http://it.tmcnet.com/news/2010/07/26/4919613.htm 
23 See http://www.oliverwyman.com/ow/pdf_files/OW_Eng_FS_Publ_2008_POV1_Risk_Governance.pdf 
24 Supra Note 22. 



http://banking.senate.gov/public/index.cfm?FuseAction=Files.View&FileStore_id=441e3fe8-f296-4535-a050-99fe05eb735b

http://banking.senate.gov/public/index.cfm?FuseAction=Files.View&FileStore_id=310c98ed-76c6-42d3-9b62-1d4e71f472c0

http://www.chicagofed.org/webpages/publications/chicago_fed_letter/2010/march_272.cfm

http://www.oliverwyman.com/ow/pdf_files/OW_Eng_FS_Publ_2008_POV1_Risk_Governance.pdf
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One of the key difficulties in deploying an effective real-time risk management, surveillance and compliance system 
is the fact that relevant data comes from multiple liquidity destinations, is processed via a multitude of disparate 
trading systems and is stored in siloed data bases. As noted in the GARP survey, "data silos make it difficult to run 
queries or risk calculations across a single office, much less a global enterprise." This is due to the fact that: 
 


"Over the last 20 years, risk management has moved from spreadsheets to relational databases to 
specialized risk systems. During the same time, the financial services industry has seen waves of 
mergers and acquisitions. And simultaneously new risk systems were developed for different 
types of risk - credit, market, operational and, more recently, liquidity risk. In addition, global 
firms were extending the reach of their systems from instruments or trading desks to an enterprise 
view or global positions. Individual databases implemented as point solutions over time do not 
add up to a single, reliable integrated source of information." 25


 
 


Integration for the majority of market participants remains such a widespread problem that if risk a manager 
requests real-time integrated risk management capabilities they are often told it will take three years to develop26


 


 - 
that's three years to develop internal capabilities not intended for market-wide use. The GARP survey indicated that: 


"A major part of the problem stems from the sequential way risk systems were implemented over 
the years with data distributed to each point of risk analysis, making it difficult to arrive at a 
single data definition - much less result - across systems. The original problem has been 
compounded by the subsequent approach to system enhancements. Rather than asking what users 
need, firms look at their existing IT infrastructure and ask what they can bolt on to improve the 
results. In the end, they are making systems more complicated and approaching a point of 
paralysis."27


 
 (emphasis added) 


A report issued by The Senior Supervisors Group, comprised of senior financial supervisors from the U.S., Canada, 
France, Germany, Japan, Switzerland and the U.K. ("The Senior Supervisors Group"), noted the following in 
connection with their review of risk management practices that required improvement after the 2008 banking crisis: 
 


"Firms are constrained in their ability to effectively aggregate and monitor exposures across 
counterparties, businesses, risk strands, and other dimensions because of ineffective information 
technology and supporting infrastructure….Many firms, in their self-assessment submissions and 
in subsequent discussions, said they are making considerable investments in risk management 
infrastructure. Many projects, however, are in the planning stages or in the infancy of execution, 
with significant work remaining. One challenge to improving risk management systems has been 
poor integration resulting from multiple mergers and acquisitions. One firm suggested that 
acquisitions over the years have produced an environment in which static data are largely 
disaggregated. Another firm echoed this view, reporting that certain products and lines of 
business have not been included in data aggregation and analysis processes. A third firm reported 
that having two systems for the same business results in duplication of processes."28


 
 


 


                                                 
25 Supra Note 21. 
26 Ibid. 
27 Ibid. 
28 See http://www.financialstabilityboard.org/publications/r_0910a.pdf?noframes=1 



http://www.financialstabilityboard.org/publications/r_0910a.pdf?noframes=1
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IV. AN ITERATIVE APPROACH TO THE CONSOLIDATED AUDIT TRAIL WOULD SIGNIFICANTLY 
IMPROVE THE TECHNOLOGY AND CAPABILITIES AVAILABLE TO REGULATORS AND TO 
MARKET PARTICIPANTS 


 
In her opening statement at the SEC Open Meeting on the Consolidated Audit Trail, Chairman Mary Schapiro 
stated that: 
 


"The technology for collecting data and surveilling our markets is often as much as two decades 
behind the technology currently used by those we regulate. As a result, there is an intense need 
for regulators to have efficient access to a far more robust and effective cross-market order and 
execution tracking system."29


Existing regulatory surveillance capabilities such as SEC Electronic Blue Sheets ("EBS"), FINRA's Order Audit 
Trail System ("OATS") and NYSE Order Tracking System ("OTS") were developed decades ago - as a result they 
fail to take advantage of recent developments in technology and are overly cumbersome to use.


 


30 This presents an 
opportunity, as noted by Rahm Emanuel - President Obama's White House Chief of Staff, to "never let a serious 
crisis go to waste….it's an opportunity to do things you couldn't do before."31 The current environment for 
regulatory reform presents a unique opportunity to move beyond "past practices" and embrace "best practices" like 
cloud computing. Cloud computing has been defined by the National Institute of Standards and Technology, 
Information Technology Laboratory ("NIST") as "a model for enabling convenient, on-demand network access to a 
shared pool of configurable computing resources (e.g., networks, servers, storage, applications, and services) that 
can be rapidly provisioned and released with minimal management effort or service provider interaction."32 Cloud 
computing presents such a powerful technological advancement that it is projected to surpass the Internet in 
importance.33


A recent Securities Technology Monitor article summarized the benefits of cloud computing for risk management as 
follows: 


 


"Finally, real-time risk management is becoming more of a possibility with the furtherance of a 
pervasive global network of almost unlimited bandwidth and with massively parallel, almost 
unlimited computing capabilities. This takes the form of shared facilities available on demand in 
the form of computational utilities provided as a service, referred to as cloud 
computing….Whether obtained for individual firms or for collectives of shared and 
interconnected networks it is a simple thought to contemplate that armed with such capability an 
industry participant could see and calculate the amount of risk building up in real time with a 
counterparty or a market regulator could catch an errant trade or waves or trades before it became 
a problem."34


A Brookings Institute Governance Study report stated that "combined with cross platform accessibility, scalability 
and reliability, there is a strong argument for the federal government to place greater emphasis on cloud solutions. 


 


                                                 
29 See www.sec.gov/news/speech/2010/spch052610mls-audit.htm 
30 In a deposition taken in the investigation of the Madoff ponzi scheme, a senior SEC representative's response to questioning regarding the 
usefulness of OATS and OTS stated, "I can tell you we [the SEC] are always hesitant to get audit trail data because it can be tremendously 
voluminous and difficult to deal with and is a huge resource issue for us. It takes a ton of time.” (See page 433 of transcripts available at 
http://graphics8.nytimes.com/packages/images/nytint/docs/exhibits-from-secs-madoff-investigation/original.pdf) 
31 See http://online.wsj.com/article/NA_WSJ_PUB:SB123310466514522309.html 
32 A more detailed analysis of cloud computing is provided in the NIST "Presentation on Effectively and Securely Using the Cloud 
Computing Paradigm" available at http://csrc.nist.gov/groups/SNS/cloud-computing/cloud-computing-v26.ppt 
33 See http://www.cio.com/article/599026/Cloud_Computing_Will_Surpass_the_Internet_in_Importance 
34 See http://www.securitiestechnologymonitor.com/reports/22_4/-24739-1.html 



http://www.sec.gov/news/speech/2010/spch052610mls-audit.htm

http://graphics8.nytimes.com/packages/images/nytint/docs/exhibits-from-secs-madoff-investigation/original.pdf

http://online.wsj.com/article/NA_WSJ_PUB:SB123310466514522309.html

http://csrc.nist.gov/groups/SNS/cloud-computing/cloud-computing-v26.ppt

http://www.cio.com/article/599026/Cloud_Computing_Will_Surpass_the_Internet_in_Importance

http://www.securitiestechnologymonitor.com/reports/22_4/-24739-1.html
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Clouds bring convenience, efficiency, and connectability that are vital to government agencies."35


 


 The Brookings 
report went on to state that: 


"Cloud computing has the potential to produce an explosion in creativity, diversity, and 
democratization predicated on creating ubiquitous access to high-powered computing resources. 
By freeing users from being tied to desktop computers and specific geographic locations, clouds 
revolutionize the manner in which people, businesses, and governments may undertake basic 
computational and communication tasks. In addition, clouds enable organizations to scale up or 
down to the level of needed service so that people can optimize their needed capacity. Fifty-eight 
percent of private sector information technology executives anticipate that cloud computing will 
cause a radical shift in IT and forty-seven percent say they’re already using it or actively 
researching it."36


 
 


In a Wall Street and Technology article entitled "Aiming for the Clouds," David Reilly, Morgan Stanley's CIO of 
enterprise infrastructure, says in the context of cloud computing that "the provision of accurate risk information 
always was, and over the last year has become even more of, a priority for us and the industry as a whole."37


 


 The 
nimbleness and flexibility afforded by cloud computing will be important as the industry moves forward with 
implementation of financial regulatory reform. Larry Neumann, SVP at Solace Systems, summarized the situation 
in a Tabb Forum posting entitled "Financial Reform is Just Beginning": 


"The key for the banks will be in becoming more nimble and adjusting as the rules and 
regulations change and morph over the next several years. About a decade ago, corporate agility 
was at the forefront of business requirements, primarily because business opportunities were 
changing so quickly that firms with inflexible systems were being left in the dust. More recently 
cutting costs for higher profits has been in vogue, but we will almost certainly see corporate 
agility (probably disguised as some new buzzword) move back up the priority charts as a result of 
the Dodd-Frank Act."38


 
 


 
V. AN ITERATIVE APPROACH TO THE CONSOLIDATED AUDIT TRAIL WOULD ENABLE THE SEC 


TO BE A LEADER IN FOSTERING COOPERATION AMONG REGULATORS 
 
The Dodd-Frank Wall Street Reform Act (the "Act") calls for the creation of the OFR within the U.S. Treasury 
Department with responsibility for standardizing the scope and format of data collected by members of the 
Financial Stability Oversight Council (the "Council")39 on behalf of the Council, including financial transaction data 
and position data. The Act calls for the creation of a data center within the OFR to collect and publish financial data 
on behalf of the Council; this data center will have the power to “collect, validate and maintain” all data necessary 
to carry out the duties of the OFR.40


                                                 
35 See 


 Given the broad data gathering and analysis mandate of the OFR, the SEC's 
endorsement of a data cloud approach to CAT could position the SEC as a leader in introducing efficiencies into 
regulatory reform that provide domestic and international agencies with the flexibility to consider similarly 


http://www.brookings.edu/papers/2010/0407_cloud_computing_west.aspx 
36 Ibid. 
37 See http://www.wallstreetandtech.com/it-infrastructure/showArticle.jhtml?articleID=220301314 
38 See http://www.tabbforum.com/channels/regulatory 
39 E.g., members of the Council include the U.S. Treasury Department, Federal Reserve, Office of the Comptroller of the Currency, Bureau of 
Consumer Financial Protection, Federal Deposit Insurance Corporation, Federal Housing Finance Agency, National Credit Union 
Administration, Federal Insurance Office, SEC and CFTC. 
40 See Davis Polk & Wardwell LLP Memorandum entitled "Dodd-Frank Wall Street Reform and Consumer Protection Act - Preliminary 
Assessment of Provisions Effective Immediately or Very Soon After Enactment" at http://www.davispolk.com/files/Publication/45ad4c88-
8216-4efc-8e9c-6ecca08084a8/Presentation/PublicationAttachment/9a947ba9-a1ac-459b-9a34-70448c7035ea/072110_effective.pdf 



http://www.brookings.edu/papers/2010/0407_cloud_computing_west.aspx

http://www.wallstreetandtech.com/it-infrastructure/showArticle.jhtml?articleID=220301314

http://www.tabbforum.com/channels/regulatory

http://www.davispolk.com/files/Publication/45ad4c88-8216-4efc-8e9c-6ecca08084a8/Presentation/PublicationAttachment/9a947ba9-a1ac-459b-9a34-70448c7035ea/072110_effective.pdf

http://www.davispolk.com/files/Publication/45ad4c88-8216-4efc-8e9c-6ecca08084a8/Presentation/PublicationAttachment/9a947ba9-a1ac-459b-9a34-70448c7035ea/072110_effective.pdf
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leveraging data cloud capabilities to avoid regulatory fragmentation and unnecessary duplication of effort. This 
approach is consistent with comments made by Robert Cook, director of the SEC Division of Trading and Markets, 
at the July 15, 2010 SIFMA Regulatory Reform Summit where he told the audience that the SEC's goal is to create 
an integrated regulatory structure that will facilitate collaboration among regulators.41


 


 The SEC's use of a real-time 
data cloud approach for CAT would also enable the OFR, CFTC and other appropriate agencies to leverage the 
time-to-market and cost benefits of cloud solutions to achieve their independent regulatory objectives at an 
accelerated rate and on economically advantageous terms.    


The Financial Markets Group of the Federal Reserve Bank of Chicago summarized the need for cooperation among 
regulators to avoid a flight of liquidity to less stringent venues when it said: 
 


"Issues related to risk management of these technology dependent trading systems are numerous 
and complex and cannot be addressed in isolation within domestic financial markets. For 
example, placing limits on high frequency algorithmic trading or restricting unfiltered sponsored 
access and co-location within one jurisdiction may only drive trading firms to another jurisdiction 
where controls are less stringent."42


Efforts should be made to coordinate legislative efforts among domestic U.S. regulators as well as with international 
organizations


  


43


"It is vital that the regulatory developments in each country are, wherever possible, coordinated 
with international agencies to ensure that the large complex financial institutions affected are able 
to concentrate on implementing the risk and control changes which are really necessary to 
improve their individual governance and to strengthen the system’s financial stability."


 to ensure coordinated efforts for worldwide systemic risk management. Russell Collins, head of the 
UK financial services group at Deloitte, has stressed that: 


44


Adoption of a data cloud approach to real-time risk management, surveillance and compliance by the SEC and other 
regulators will address shortcomings cited by The Senior Supervisors Group with regard to improvement of data 
aggregation and peak processing capabilities necessary for effective risk management


 


45 and will go a long way 
toward accomplishing a key recommendation of the June 2010 SIFMA Systemic Risk Information Study, co-
sponsored by Deloitte, that "global collaboration and cooperation is essential for effective monitoring of systemic 
risk."46


 
 


 
VI. CAPABILITIES AND BENEFITS OF READILY DEPLOYABLE AND COMMERCIALLY 


AVAILABLE ITERATIVE SOLUTIONS 
 
The reaction within the financial services industry to the cost and feasibility of CAT has been largely negative due 
to pervasive difficulties in collecting, transmitting and managing data from numerous systems. To rely on the 
multiple sources, formats, processes and systems associated with order and execution information today within each 
market participant and among the numerous liquidity destinations make the SEC's proposed means of "feeding the 
CAT" cost prohibitive. While the CAT goals of achieving real-time transparency, accountability and control are 
                                                 
41 See http://www.capitolinterest.com/spotlight-on-sifma-regulatory-reform-summit.html 
42 Supra Note 20. 
43 E.g., Europe is in the process of setting up a European Systemic Risk Board, the BIS set up a Financial Stability Board and the IMF has 
proposed to serve a central role in ensuring systemic stability worldwide. See Supra Note 10. 
44 Supra Note 16. 
45 Supra Note 28. 
46 See http://www.deloitte.com/assets/Dcom-
UnitedStates/Local%20Assets/Documents/FSI/us_fsi_bs_SIFMASystemicRiskInformationStudyJune2010updated.pdf 



http://www.capitolinterest.com/spotlight-on-sifma-regulatory-reform-summit.html

http://www.deloitte.com/assets/Dcom-UnitedStates/Local%20Assets/Documents/FSI/us_fsi_bs_SIFMASystemicRiskInformationStudyJune2010updated.pdf

http://www.deloitte.com/assets/Dcom-UnitedStates/Local%20Assets/Documents/FSI/us_fsi_bs_SIFMASystemicRiskInformationStudyJune2010updated.pdf
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appropriate and necessary to manage systemic risk in today's market environment,47 the proposed Rule is viewed as 
a "record keeping nightmare" with associated compliance obligations that will become a major burden for market 
participants at a time when they are still trying to recover from the 2008 financial crisis.48


 


 As noted by Sapna Patel, 
head of market structure and liquidity strategy for the Americas at Morgan Stanley: 


"The feasibility of doing this in real-time could be an issue. While a consolidated audit trail is an 
important tool for regulators, the real-time aspects of collecting and providing this amount of 
information and data could be onerous from an implementation standpoint." 
 


FTEN suggests that the SEC authorize members of the CAT consortium, who will be the parties responsible for 
selecting the CAT "plan processor"49


 


, to select readily deployable and commercially available solutions in use today 
by market participants that accomplish CAT goals by means other than those articulated in the initial Rule filing.  


In today's market conditions, the combination of (i) high velocity trading, (ii) cross asset trading strategies, (iii) 
multi-venue trading strategies; and (iv) multiple prime broker relationships create a situation where "siloed" risk 
management, surveillance and compliance solutions (whether they are exchange-centric or trading platform-centric) 
are not effective and traditional next-day, end-of-day or even later-in-the-day approaches are not timely enough to 
guard against systemic exposure.  
 
For these reasons, the SEC should authorize CAT consortium members to select an iterative approach to CAT that 
leverages the following data cloud characteristics: 
 


 Aggregation - Without requiring any modifications to existing systems information should be 
aggregated as follows: 
 


o Liquidity Destination Data - Electronic copies of order and execution messages generated 
by liquidity destinations (i.e., exchanges, ECNs, ATSs and dark pools) should be 
submitted to a secure CAT data cloud simultaneously with transmission to market 
participants. 
 


o Market Participant Data - Electronic copies of order information submitted to and 
received from liquidity destinations by order entry systems should be submitted to a 
secure CAT data cloud simultaneously upon submission / receipt by the originating order 
entry system. 


 
This data should be collected in real-time using existing capabilities at both liquidity destinations 
and market participants in whatever form they already use without requiring them to change how 
they do business thereby substantially decreasing the time and risk associated with 
implementation of CAT. 
 


 Normalization - Liquidity destinations provide different record layouts, file formats, and 
symbologies as well as order entry, quote and market data protocols (e.g., at NASDAQ alone 
records can be in FIX, OUCH, ITCH, RASH and CTCI formats). And among market participants, 


                                                 
47 Reference Section III - ITERATIVE SOLUTIONS ARE THE BEST WAY TO ACCOMPLISH REAL-TIME, CROSS-MARKET RISK 
MANAGEMENT AND SURVEILLANCE AS NECESSARY FOR THE INDUSTRY TO CONTINUE TO ENJOY THE BENEFITS OF 
ELECTRONIC TRADING WITHOUT SUBJECTING FINANCIAL MARKETS TO UNACCEPTABLE SYSTEMIC RISK EXPOSURE. 
48 Reference Section II - ITERATIVE REGULATORY REFORMS CAN ACCOMPLISH GOALS WITHOUT DAMAGING ECONOMIC 
RECOVERY.  
49 As defined in17 CFR 242.600(55) 
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the use of even "standard" protocols (like the Financial Information eXchange or "FIX" protocol) 
means something different at each firm due to nonstandard implementations. This variety of 
symbologies, formats, order types and approaches - all determined by competition in a free 
market - "rings true" with the very definition of "capitalism"50 and fosters innovation, 
differentiation and improved market performance to the ultimate benefit of individual investors. 
The CAT data cloud system should normalize this disparate information via "mapping" 
algorithms to provide an integrated common version of the data (while maintaining the original 
formatted version of the data) to support real-time cross-market awareness.51


 
 


 Analysis - The normalized cross-market data should then be analyzed in real-time using 
"personalized attribute data" to identify transactions in which parties have an interest - either as 
the originating party or as a party-in-interest who is in the "potential chain of liability" but who 
may not have had knowledge of the transaction at the time of submission to the market.52


 
 


 Alerts / Actions - Based on analysis of the normalized cross market data, regulators and market 
participants should have alert / action options to support venue agnostic, trading system agnostic 
and clearing firm / broker-dealer agnostic risk management, surveillance and compliance. This 
approach would enable wrongdoing to be prevented and remedial actions to be taken in real-time 
before intraday market conditions exacerbate an undesirable situation. 
 


 Full Contextual Intelligent Retrieval - CAT data should be stored and managed in a manner that 
supports real-time retrieval without losing the full context within which transactions were 
consummated - i.e., all relevant data should be captured and retained so no details are lost by 
summarization. In this manner, relevant events preceding, contemporaneous with and subsequent 
to transactions can be ‘replayed’ by regulators thereby eliminating sole reliance on data supplied 
by market participants themselves. 


 
 
VII. FTEN'S AT-TRADE SECURE DATA CLOUD SYSTEM PROCESSES MORE REAL-TIME 


FINANCIAL SECURITIES RISK MANAGEMENT THAN ANY OTHER SYSTEM IN THE WORD 
 
The approach taken by FTEN in 2003 when it developed Intraday RiskXposure® - the technology architecture 
underlying the At-Trade secure data cloud system53


                                                 
50 Merriam-Webster defines capitalism as "an economic system characterized by private or corporate ownership of capital goods, by 
investments that are determined by private decision, and by prices, production, and the distribution of goods that are determined mainly by 
competition in a free market." See 


 - was to "whenever possible" rely on data and processes that 
already exist rather than requiring creation of new data sources or requiring changes to business practices. As noted 
in the 2004 Strategic White Paper entitled "Time Equals Risk" attached as Exhibit 1, this results in a situation where 
"Intraday RiskXposure™ does not introduce any latency into trade execution and does not require any systems 


http://www.merriam-webster.com/dictionary/capitalism 
51 It is critical for accurate risk management, surveillance and compliance that information be collected at the lowest possible level of 
granularity - i.e., directly from the source "whenever possible" to avoid potential loss of detail or context which can occur as a result of 
alteration or summarization. In addition, the original version of data should be retained for audit and potential evidentiary purposes.    
52 This analysis process is a critical differentiator from evaluating "market data" or "tick data" alone which shows broad market information 
but does not identify information directly applicable to any specific party. Detailed analysis of real-time data from liquidity destinations 
against user defined criteria can identify "personalized attribute data" to support risk management, surveillance and compliance in real-time 
for the original submitting party as well as parties in the "potential chain of liability" with regard to transactions about which they may have 
had no knowledge at the time of submission. This "personalized attribute data" can then be evaluated in the context of broader market 
information and, if desired, used as input to third-party systems for further processing and / or evaluation. 
53 FTEN's Intraday RiskXposure and At-Trade System architecture is subject to pending patent rights. USPTO Application No. 10/954,527. 



http://www.merriam-webster.com/dictionary/capitalism
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changes or any other assistance from client IT departments. It works by collecting actual execution data and 
mapping that information into an account hierarchy so clients can manage their true intraday risk firm wide."54


 
 


FTEN pioneered the use of real-time electronic drop copies of execution and order information from liquidity 
destinations in 2003. FTEN created the first real-time financial data cloud that provides market participants with 
real-time, market-wide transparency, accountability and control independent of which trading systems are used. 
FTEN has remained vigilant over the intervening years to ensure that market participants have continued access to 
the information necessary to support independent real-time risk management, surveillance and compliance 
systems.55


 
 


FTEN's At-Trade secure data cloud system already provides real-time, market-wide transparency, accountability 
and control on a private party basis for major market participant clients. FTEN is the largest processor of real-time 
financial securities risk management in the world - each trading day FTEN provides real-time risk management 
and surveillance for up to 17 Billion executed shares of U.S. equities / $150 Billion in risk calculations per day. 
A decision by the CAT consortium to use FTEN's At-Trade secure data cloud to satisfy CAT goals of real-time 
cross-market transparency, accountability and control would provide the following benefits: 
 


 Immediate Availability / No Implementation Risk - FTEN's At-Trade secure data cloud would 
provide immediate full market coverage (market participants are not required to change how they 
do business which ensures continued innovation and differentiation among market participants 
and liquidity destinations)  with no implementation risk (the system is fully distributed and 
designed to support market-wide coverage); 
 


 Full Cross-Market / Cross-Asset Coverage - FTEN's At-Trade secure data cloud was architected 
from inception to process in real-time all electronically traded securities and to incorporate 
information for all electronically reported securities (e.g., OTC derivatives and SWAPS) - it 
currently covers all securities under the jurisdiction of the SEC; 
 


 Facilitates Cooperation Among Regulators - FTEN's At-Trade secure data cloud would provide 
regulatory agencies with the flexibility to focus on their independent jurisdictional mandates 
while also facilitating cooperation, data sharing and potential "roll-up" of information between 
domestic U.S. regulators and / or international counterparts; and 
 


 Reduced Burden on Individual Investors - FTEN's At-Trade secure data cloud approach could be 
provided for a dramatically lower cost than that estimated by the SEC (the precise cost would 
depend on detailed system requirements, etc.) and would represent a new source of information 
available to market participants which could enable new products and services to be provided to 
market participants (opting in for such products and services would be entirely voluntary and 
subject to stringent confidentiality and data protection protocols) which could underwrite much, if 
not all, of the cost of CAT. 


 


                                                 
54 See 2004 Strategic White Paper attached as Exhibit 1.  
55 See 2006 FTEN Comment Letter to the SEC attached as Exhibit 2 in which FTEN objected to SR-NASD-2006-026 and SR-NASD-2006-
027 under which NASDAQ requested increases in fees charged for data necessary to support independent risk management, surveillance and 
compliance systems. The SEC ultimately ensured that fee increases did not imperil the availability of this necessary data. It should be noted 
that NASDAQ's recently proposed SR-NASDAQ-2010-089 (see http://www.sec.gov/rules/sro/nasdaq/2010/34-62564.pdf) would result in an 
increase in fees charged for NASDAQ Market Participant Identifiers ("MPIDs") necessary to support independent risk management, 
surveillance and compliance systems unlike other liquidity destinations which do not charge additional fees for such identifiers. 



http://www.sec.gov/rules/sro/nasdaq/2010/34-62564.pdf
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FTEN could deliver the iterative Phase I thru IV capabilities outlined in Section I above56


 


, in the following time 
frames by leveraging FTEN's commercially deployed At-Trade secure data cloud to satisfy CAT goals of real-time 
cross-market transparency, accountability and control. 


 
 


 
FTEN appreciates the opportunity to submit this Comment Letter in response to the SEC's proposed Rule 613 
Consolidated Audit trail (Release No. 34-62174; File No. S7-11-10).  
 
Sincerely, 


                                 
 
Ted Myerson    Doug Kittelsen          M. Gary LaFever, General Counsel & 
Chief Executive Officer   Chief Technology Officer        Chief Corporate Development Officer 
 
 
cc:  The Hon. Mary Schapiro, Chairman 


The Hon. Kathleen Casey, Commissioner 
The Hon. Elisse Walter, Commissioner 
The Hon. Luis Aguilar, Commissioner 
The Hon. Troy Paredes, Commissioner 
James Brigagliano, Deputy Director - Division of Trading and Markets 
David Shillman, Associate Director - Division of Trading and Markets 
Michael Gaw, Assistant Director - Division of Trading and Markets 
John Roeser, Assistant Director - Division of Trading and Markets 
Mark Donohue, Assistant Director - Office of Compliance Inspections and Examinations 
John Polise, Assistant Director - Office of Compliance Inspections and Examinations 
Stewart Mayhew, Deputy Chief Economist - Division of Risk, Strategy, and Financial Innovation 
Jennifer Marietta-Westberg, Assistant Director - Division of Risk, Strategy, and Financial Innovation 


                                                 
56 See Section I DIFFERENT PERSPECTIVES ON A CONSOLIDATED AUDIT TRAIL above. 
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Exhibit 1 - 2004 Strategic White Paper 
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analyzes it, presents it 
in a single integrated 
view and provides 
real-time alerts. 
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2. Time Equals Risk 
A5# (#'#%$""; $77#8:#2 8%&'7&8$" :5$: Q:&*# #I4$"+ %&+0R L$+ :5# 2%&6&'( >/%7#
9#5&'2 :5# */6# &' STTU :/ +5/%:#' :5# +#::"#*#': 7;7"# >/% V<P< 7/%8/%$:#
+#74%&:&#+ >%/* AWX, /% :%$2# 2$:# 8"4+ >&6# 2$;+, :/ AWYS< =/%# %#7#':
&':#%'$:&/'$" &'&:&$:&6#+ 5$6# 5&(5"&(5:#2 :5# %&+0 7%#$:#2 9; :5# 8$++$(# /> :&*#
24%&'( :5# :%$2&'( 2$; Z $+ 8%&7#+ /> +#74%&:&#+ */6# $L$; >%/* 7/':%$7:#2
8%&7#+ :5# %&+0 &'7%#$+#+ :5$: '/' 2#>$4":&'( 8$%:&#+ L&"" &'74% "/++#+ L5#' >/%7#2
:/ %#8"$7# 4'+#::"#2 7/':%$7:+<[ A5# V<P< P#74%&:&#+ $'2 BJ75$'(# !/**&++&/'
?QPB!R /% Q!/**&++&/'R@ %#7#':"; &++4#2 $ Q!/'7#8: F#"#$+#RY &' L5&75 &:
+/"&7&:#2 7/**#':+ /' :5# 8%/+ $'2 7/'+ /> &*8"#*#':&'( $ +#::"#*#': 7;7"#
+5/%:#% :5$' AWY< E' :5# !/'7#8: F#"#$+#, :5# PB! '/:#2 2%$*$:&7 #J$*8"#+ />
&':%$2$; 8%&7# */6#*#':+, +475 $+ L5#' :5# 1/L \/'#+ E'24+:%&$" N6#%$(# >#""
9; */%# :5$' XXU 8/&':+ /' =/'2$;, ]7:/9#% [^, STT^ $'2 >#"" 9; */%# :5$' XS[
8/&':+ /' N4(4+: YS, STT_<U


E' &:+ 7/**#':+ :/ :5# !/'7#8: F#"#$+#, :5# P#74%&:&#+ E'24+:%; N++/7&$:&/'
?QPENR@ '/:#2 :5$: Q`:a5# &'7%#*#':$" %&+0 %#247:&/' /> */6&'( :5# +#::"#*#':
7;7"# >%/* AWY :/ AWSb`$88#$%+a :/ 9# %#"$:&6#"; */2#+: &' "&(5: /> :5# 5&(5 7/+:+
/> &*8"#*#':&'( +475 $ */6#< O5&"# $ +5/%:#% +#::"#*#': 7;7"# L/4"2 9#
#J8#7:#2 :/ 2#7%#$+# :5# (%/++ $*/4': /> 4'+#::"#2 :%$2#+ +49c#7: :/ 7%#2&: /%
*$%0#: %&+0, &: 7/4"2 &'7%#$+# /8#%$:&/'$" %&+0 9; %#247&'( :5# :&*# $6$&"$9"# :/
7/%%#7: #%%/%+ 8%&/% :/ +#::"#*#':<RX A5# PEN L#': /' :/ '/:# :5$: Q`%a&+0
*$'$(#*#': 8%/7#24%#+ +5/4"2 '/: 9# 2%&6#' 9; :5# +#::"#*#': 7;7"#<Rd


N %#7#': A/L#%e%/48 %#8/%: +:$:#2 :5$: Q`5a$%2"; $ 2$; (/#+ 9; L&:5/4: 8#/8"#
&' :5# +#74%&:&#+ &'24+:%; "$*#':&'( 5/L f6/"4*#+ $%# L$; 2/L'<D N":5/4(5 9;
+/*# *#$+4%#+ :5#; *$; 9# 7/%%#7:, 9; :5# *#$+4%#+ :5$: *$::#% */+:, :5#; $%#
'/:M A%$2# 6/"4*#+ $%# $7:4$""; $: :5#&% 5&(5#+: 5&+:/%&7$" "#6#"+< CgPB :%$2#
6/"4*#+ 5$6# 2/49"#2 &' :5# c4+: :5# "$+: ;#$%< A5&+ :%#'2 +8#""+ :%/49"# >/% *$';
>&%*+ Z $'2 /88/%:4'&:&#+ >/% :5# /'#+ :5$: $%# 8%#8$%#2<R^ F#8%#+#':$:&6#+ /> :5#
PB!, :5# CgPB $'2 :5# CNP1 5$6# '/:#2 :5$: Qb%&+0 *$'$(#*#': &+ $ 2;'$*&7


S A5# .$75*$' A$+0 )/%7# /' !"#$%$'7# $'2 P#::"#*#': &' :5# V<P< P#74%&:&#+ =$%0#:+, F#8/%:
+49*&::#2 :/ :5# !5$&%*$' /> :5# V<P< P#74%&:&#+ $'2 BJ75$'(# !/**&++&/' ?=$; STT[@ ?Q.$75*$'
F#8/%:R@<
[ QF#7/**#'2$:&/'+ >/% P#74%&:&#+ P#::"#*#': P;+:#*+<R !-PPhE]P!] A$+0 )/%7# ?C/6#*9#%
[ii[@<
Y P#74%&:&#+ $'2 BJ75$'(# !/**&++&/' F#"#$+# C/+< YY _YT_j YU UTUiXj E! [dY_U ?=$%75 SS, [iiU@,
dT )F S[T[[<
U PB! !/'7#8: F#"#$+# $: SS<
X PEN !/**#':+ :/ !/'7#8: F#"#$+#M P#74%&:&#+ A%$'+$7:&/'+ P#::"#*#': ?\4'# Sd, [iiU@ $: Y$'2 U<
d PEN !/**#':+ :/ !/'7#8: F#"#$+#M P#74%&:&#+ A%$'+$7:&/'+ P#::"#*#': ?\4'# Sd, [iiU@ $: S_<


^ A/L#%e%/48, Q1/'D: k//0 C/L, 94: A%$2&'( l/"4*#+ N%# N7:4$""; V8M !/4':&'( P5$%#+ 6+<
A%$2#+,R ?\4'# Sd, [iiY@<


It is a generally 
accepted principal 
that “Time  Equals 
Risk.” 
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>4'7:&/' :5$: *4+: 9# */2&>&#2 $'2 &*8%/6#2 $+ $ `>&%*D+a 94+&'#++ 75$'(#+ $'2
&*8%/6#2 8%/7#++#+ $'2 8%/7#24%#+ 9#7/*# $6$&"$9"#<<<<R_ e&6#' :5#
7/*9&'$:&/' /> &'7%#$+&'( :%$2# 6/"4*#+ $'2 2#"$;#2 &*8"#*#':$:&/' /> $
+5/%:#% +#::"#*#': 7;7"#, '#L *#$'+ /> *$'$(&'( %&+0 $%# '#7#++$%;< P&'7# "&::"#
7$' 9# 2/'# :/ 7/':%/" /6#%'&(5: %&+0+, !"#$%&'&"! (&%)! )$!' '*+" *#'&,- ', #,-'%,.
/0*' '0"1 #*- #,-'%,. *! !,,- *! '0"1 #*- #,-'%,. &' 2 '0*' &!3 &-'%*4*1 %&!+5


3. Limitations of Current Systems / 
                                                                               Benefits of Intraday RiskXposure™ 


3.1. Dynamic Interrelationships 
!4%%#': +;+:#*+ >$&" :/ $22%#++ :5# >$7: :5$: :5# &2#':&:; /> 8$%:&#+ &'6/"6#2 &'
>&'$'7&$" +#74%&:&#+ :%$'+$7:&/'+ ?#$75, $ Q-$%:; &' E':#%#+:R@ 7$' 6$%; (%#$:";
9#:L##' /'# :%$'+$7:&/' $'2 $'/:5#% $'2 :5$: :5# +8#7&>&7 &':#%%#"$:&/'+5&8+
'#7#++$%; :/ 7/*8"#:# $ :%$'+$7:&/' *$; '/: 9# 0'/L' $: :5# +:$%: /> :5#
:%$'+$7:&/'< E' #6#%; :%$'+$7:&/', :5#%# &+ $"L$;+ $ 8$%:; L5/ &+ /' %#7/%2 $+ :5#
/%&(&'$:/% /> :5# 2#+&%#2 :%$'+$7:&/' ?:5# Q]%&(&'$:&'( -$%:;R@< 3/L#6#%, &'
7#%:$&' 7&%74*+:$'7#+, $ '4*9#% /> 2&>>#%#': :%$2#%+ *$; /8#%$:# 4'2#% :5#
4*9%#""$ /> :5# +$*# ]%&(&'$:/% ?+## BJ$*8"# S 9#"/L@<


_ A$+0 )/%7#, Q.%/0#% 1#$"#% F&+0 =$'$(#*#': -%$7:&7#+ \/&': P:$:#*#':,R \4"; [T, STTT<


]%&(&'$:&'(
-$%:;


!"#$%&'(
)&%*


BJ#74:&/'
1#+:&'$:&/'


BJ$*8"# S


BJ#74:&'(
.%/0#% 1#$"#%


A%$2#% [
?P;+:#* .@


A%$2#% Y
?P;+:#* !@


A%$2#% S
?P;+:#* N@
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E> :5# ]%&(&'$:/% &+ '/: $ 9%/0#%h2#$"#%, :5# ]%&(&'$:&'( -$%:; *4+: >&%+:
7/**4'&7$:# :5# /%2#% :/ $ .%/0#%h1#$"#%T L5/ 7$' #&:5#% >&"" :5# /%2#% /% +/*#
8$%: /> &: >%/* &:+ /L' &'6#':/%; /> +#74%&:&#+, +49*&: &: :/ /'# /% */%#
$88%/8%&$:# *$%0#:+ >/% #J#74:&/', /% %/4:# &: :/ $'/:5#% 9%/0#% >/% #J#74:&/' ?:5#
/8:&/'+ $6$&"$9"# :/ :5# .%/0#%h1#$"#% *$; 9# 7/':%/""#2 9; :5# ]%&(&'$:&'(
-$%:;@ ?+## BJ$*8"# [ 9#"/L@< E> :5# .%/0#%h1#$"#% &+ '/: $ *#*9#% /> /'# /%
*/%# /> :5# 2#+&%#2 *$%0#:?+@, :5# .%/0#%h1#$"#% *4+: #'"&+: :5# +#%6&7#+ /> $'
BJ#74:&'( .%/0#%h1#$"#%Si, L5/ &+ $4:5/%&K#2 :/ #J#74:# :%$'+$7:&/'+ /' :5#
2#+&%#2 *$%0#:?+@ ?+## BJ$*8"# [ 9#"/L@< =/%#/6#%, &> :5# BJ#74:&'(
.%/0#%h1#$"#% &+ '/: $4:5/%&K#2 :/ 7"#$% $'2 +#::"# +#74%&:&#+ :%$'+$7:&/'+ L&:5 :5#
1#8/+&:/%; A%4+: !"#$%&'( !/%8/%$:&/'SS, :5# BJ#74:&'( .%/0#%h1#$"#% *4+:
+49*&: :5# :%$2# :/ $' $4:5/%&K#2 !"#$%&'( )&%*S[ >/% 7"#$%$'7# /% +#::"#*#': /'
9#5$"> /> :5# ]%&(&'$:&'( -$%:; ?+## BJ$*8"# [ 9#"/L@< E' $'/:5#% +7#'$%&/,
+#6#%$" .%/0#%h1#$"#%+ *$; $(%## :5$: 7#%:$&' *4:4$" 7"&#':+ *$; 4+# $++#:+, /'
$77/4': L&:5 /'# .%/0#%h1#$"#%, :/ $>>#7: :%$'+$7:&/'+ L&:5 $'/:5#%
.%/0#%h1#$"#% $+ :5# BJ#74:&'( .%/0#%h1#$"#%, #6#' :5/4(5 $"" /% $ '4*9#% />
:5#+# .%/0#%h1#$"#%+ I4$"&>; $+ BJ#74:&'( .%/0#%h1#$"#%+ ?+## BJ$*8"# U
9#"/L@SY< E: &+ 8/++&9"# &' $ (&6#' :%$'+$7:&/' :5$: /'# 8$%:; *$; 8#%>/%* $"" :5#


T Q.%/0#%h1#$"#%R N'; &'2&6&24$" /% >&%* &' :5# 94+&'#++ /> 94;&'( $'2 +#""&'( +#74%&:&#+ >/% &:+#">
$'2 /:5#%+< .%/0#%h2#$"#%+ *4+: %#(&+:#% L&:5 :5# PB!< O5#' $7:&'( $+ $ 9%/0#%, $ 9%/0#%h2#$"#%
#J#74:#+ /%2#%+ /' 9#5$"> /> 5&+h5#% 7"&#':< O5#' $7:&'( $+ $ 2#$"#%, $ 9%/0#%h2#$"#% #J#74:#+ :%$2#+
>/% 5&+h5#% >&%* + /L' $77/4':< P#74%&:&#+ 9/4(5: >/% :5# >&%* + /L' $77/4': *$; 9# +/"2 :/ 7"&#':+
/% /:5#% >&%*+, /% 9#7/*# $ 8$%: /> :5# >&%* + 5/"2&'(+< !/8;%&(5:mSTTT [iiU N1l)C -k!<
LLL<$26>'<7/*<
Si QBJ#74:&'( .%/0#%h1#$"#%R N .%/0#%h1#$"#% :5$: &+ $ *#*9#% /> $ 2#+&%#2 #J75$'(# h "&I4&2&:;
2#+:&'$:&/'<
SS Q1#8/+&:/%; A%4+: $'2 !"#$%&'( !/%8/%$:&/'R ?1A!!@ :5%/4(5 &:+ +49+&2&$%&#+, 8%/6&2#+ 8/+:
:%$2# 7"#$%$'7#, +#::"#*#':, 74+:/2; $'2 &'>/%*$:&/' +#%6&7#+ >/% #I4&:&#+, 7/%8/%$:# $'2 *4'&7&8$"
2#9:, */'#; *$%0#: &'+:%4*#':+, 2#8/+&:$%; %#7#&8:+, #J75$'(# :%$2#2 >4'2+, 4'&: &'6#+:*#':
:%4+:+, *4:4$" >4'2+, &'+4%$'7# 8%/247:+ $'2 /:5#% +#74%&:&#+< A5# C$:&/'$" P#74%&:&#+ !"#$%&'(
!/%8/%$:&/' ?CP!!@ +49+&2&$%;, L5&75 $7:+ $+ $ 7#':%$" 7/4':#%8$%:; ?!!-@, 8%/6&2#+ :%$2#
(4$%$':##, '#::&'( $'2 %&+0 *$'$(#*#': +#%6&7#+ >/% #I4&:; $'2 2#9: :%$'+$7:&/'+ >%/* $"" V<P<
+:/70 #J75$'(#+ $'2 *$%0#:+< A5# 1#8/+&:/%; A%4+: !/*8$'; ?1A!@ +49+&2&$%; 5$+ 74+:/2; /> $'2
8%/6&2#+ $++#: +#%6&7&'( >/% *&""&/'+ /> +#74%&:&#+ &++4#+ /> &++4#%+ >%/* :5# V<P< $'2 /6#% di /:5#%
7/4':%&#+< 1A! +#%6#+ $+ $ *$c/% 7"#$%&'(5/4+# >/% &'+:&:4:&/'$" 8/+: :%$2# +#::"#*#':< A5#
1#8/+&:/%; A%4+: $'2 !"#$%&'( !/%8/%$:&/' ?1A!!@, L5&75 &+ /L'#2 8%&*$%&"; 9; */+: /> :5#
*$c/% 9$'0+, 9%/0#% 2#$"#%+, $'2 #J75$'(#+ /' O$"" P:%##:< !/8;%&(5: m [iiY< 1$:$*4+#<
LLL<=/'#;e"/++$%;<7/*<
S[ Q!"#$%&'( )&%*R N' /%($'&K$:&/' L5&75 L/%0+ L&:5 :5# #J75$'(#+ :/ 5$'2"# 7/'>&%*$:&/',
2#"&6#%; $'2 +#::"#*#': /> :%$'+$7:&/'+< P475 7/%8/%$:&/'+ 8"$; $ 0#; %/"# &' #'+4%&'( :5$: #J#74:#2
:%$2#+ $%# +#::"#2 L&:5&' $ +8#7&>&#2 8#%&/2 /> :&*# $'2 &' $' #>>&7&#': *$''#%j $"+/ 7$""#2 7"#$%&'(
7/%8/%$:&/' /% 7"#$%&'( 5/4+#< !/8;%&(5:mSTTT [iiU N1l)C -k!< LLL<$26>'<7/*< B$75 !"#$%&'(
*#*9#% *4+: $"+/ 9# $ *#*9#% /> :5# #J75$'(#< C/: $"" *#*9#%+ /> :5# #J75$'(#, 5/L#6#%, $%#
*#*9#%+ /> :5# 7"#$%&'( /%($'&K$:&/'< N"" :%$2#+ /> $ '/' 7"#$%&'( *#*9#% *4+: 9# %#(&+:#%#2 L&:5,
$'2 #6#':4$""; +#::"#2 :5%/4(5, $ 7"#$%&'( *#*9#%< !/8;%&(5: m STT^ [iiU 3&(5"&(5: E'6#+:*#':+
e%/48< 5::8MhhLLL<:%$2&'( ("/++$%;<7/*<
SY E'+:&:4:&/'$" 7"&#':+ />:#' 4+# 9%/0#%+ :/ #J#74:# :%$'+$7:&/'+ &'6/"6&'( V<P< #I4&:&#+ :5$: $%#
85;+&7$""; 5#"2 $'2 7"#$%#2 9; $'/:5#% 9%/0#% /% 74+:/2&$" 9$'0, 6&$ 1#"&6#%; 6+< -$;*#': ?1l-@
/% F#7#&8: 6+< -$;*#': ?Fl-@ :%$'+$7:&/'+< F&+0 *$'$(#*#': +;+:#*+ 4+#2 9; #J#74:&'( 9%/0#%+


Conventional systems 
only work for subsets 
of interested parties 
and relevant 
transactions. 
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6$%&/4+ %/"#+ &2#':&>&#2 $9/6#, :5$: /> :5# ]%&(&'$:&'( -$%:;, :5# BJ#74:&'(
.%/0#%h1#$"#% $'2 :5# !"#$%&'( )&%* ?+## BJ$*8"# Y 9#"/L@< =/%# />:#' :5$' '/:,
5/L#6#%, 2&>>#%#': 8$%:&#+ 8#%>/%* 6$%&/4+ %/"#+ $'2 :5# '4*9#% /> 8$%:&7&8$':+
$'2 :5# &':#%%#"$:&/'+5&8+ 9#:L##' :5#+# 8$%:&7&8$':+ 7$' 6$%; (%#$:"; 9#:L##'
/'# :%$'+$7:&/' $'2 $'/:5#%<


n


O5#' 6$%&/4+ 8$%:&#+ 8#%>/%* 2&>>#%#': %/"#+, #$75 8$%:; 5$+ &'2#8#'2#':
>&'$'7&$" %&+0 $++/7&$:#2 L&:5 :5# :%$'+$7:&/'< A5#%#>/%#, #$75 -$%:; &' E':#%#+:
$++/7&$:#2 L&:5 $ :%$'+$7:&/' 5$+ :5#&% /L' +#8$%$:# $'2 &'2#8#'2#': 2#+&%# :/


$%# (#'#%$""; 4'$9"# :/ *$'$(# %&+0+ $++/7&$:#2 L&:5 :5#+# :%$'+$7:&/'+, 9#7$4+# :5#; $%# '/:
&':#(%$:#2 L&:5 :5# %&+0 *$'$(#*#': +;+:#*+ /> /:5#% 8/:#':&$""; &'6/"6#2 #J#74:&'( 9%/0#%+
$'2h/% L&:5 :5# %&+0 *$'$(#*#': +;+:#*?+@ /> :5# %#"#6$': 74+:/2&$'?+@< N+ $ %#+4":, %&+0+
$++/7&$:#2 L&:5 +475 :%$'+$7:&/'+ *$; /'"; 9# #6&2#': $>:#% 7"/+# /> :5# :%$2&'( 2$;<


]%&(&'$:&'(
-$%:;


!"#$%&'(
)&%*


BJ#74:&/'
1#+:&'$:&/'


BJ$*8"# U


BJ#74:&'(
.%/0#%
1#$"#% .


BJ#74:&'(
.%/0#%
1#$"#% !


BJ#74:&'(
.%/0#%
1#$"#% N


]%&(&'$:&'(
-$%:;


!"#$%&'(
)&%*


BJ#74:&/'
1#+:&'$:&/'


BJ$*8"# [


]%&(&'$:&'(
-$%:;


BJ#74:&/'
1#+:&'$:&/'


]%&(&'$:&'( -$%:; &+
$"+/ $' BJ#74:&'(
.%/0#% $'2 P#">
!"#$%&'( )&%*


BJ$*8"# Y


.%/0#%
1#$"#%


BJ#74:&'(
.%/0#%
1#$"#%
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*/'&:/%, 7$8:4%#, *&:&($:# $'2 %#247# %&+0+ $++/7&$:#2 L&:5 :5$: +8#7&>&7
:%$'+$7:&/' $'2 8/++&9"; */'&:/%, 7$8:4%#, *&:&($:# $'2 %#247# %&+0+ $++/7&$:#2
L&:5 +&*&"$% :%$'+$7:&/'+ $7%/++ '4*#%/4+ 7"&#':+SU< )/% #J$*8"#, L5#%#$+ :5#
]%&(&'$:&'( -$%:; $"L$;+ 9#$%+ :5# 4":&*$:# >&'$'7&$" %&+0 >/% $'; :%$'+$7:&/',
#$75 +49+#I4#': 8$%:; &' :5# #J#74:&/' 75$&' *$; 9# "&$9"# >/% *$0&'( 48 $';
2#>&7&#'7; $++/7&$:#2 L&:5 :5# ]%&(&'$:&'( -$%:;D+ "$70 /> $2#I4$:# $++#:+ /'
$77/4': :/ 7/6#% :5# %&+0 /> :5# :%$'+$7:&/'<


!4%%#': +#74%&:&#+ :%$2&'( 7/*84:#% $88"&7$:&/'+ $'2 +:$'2 $"/'# %&+0
*$'$(#*#': +;+:#*+ >$&" :/ $22%#++ :5# %#$"&:; :5$: -$%:&#+ &' E':#%#+: 7$' 6$%;
(%#$:"; 9#:L##' /'# :%$'+$7:&/' $'2 $'/:5#%< P475 +;+:#*+ %#I4&%# :5$: $""
-$%:&#+ &' E':#%#+: 4+# :5# +$*#, /% 4+# /'# /> +#6#%$" 8%#+7%&9#2, +#74%&:&#+
:%$2&'( 7/*84:#% $88"&7$:&/'+h%&+0 *$'$(#*#': +;+:#*+ &' /%2#% >/% :5# -$%:&#+
&' E':#%#+: :/ %#7#&6# #>>#7:&6# &':%$2$; %&+0 *$'$(#*#':< e&6#' :5# 2;'$*&7
'$:4%# /> %#"$:&/'+5&8+ 9#:L##' -$%:&#+ &' E':#%#+:, :5&+ %#I4&%#*#': *$0#+ :5#+#
+;+:#*+ &*8%$7:&7$9"# >/% %#$" :&*# &':%$2$; %&+0 *$'$(#*#': 9; -$%:&#+ &'
E':#%#+:< !4%%#': +;+:#*+ >$&" :/ 7$8:4%# $'2 */'&:/% &':%$2$; :%$2&'( $7:&6&:; $+
'#7#++$%; >/% -$%:&#+ &' E':#%#+: :/ $774%$:#"; $'$";K# $'2 *$'$(# %&+0 :/ $6/&2
8/:#':&$" 7$:$+:%/85&7 "/++#+, +:$:4:/%; $'2 %#(4"$:/%; &'>%$7:&/'+, >&'#+ $'2
%#(4"$:/%; &':#%6#':&/'< !/'6#%+#";, )ABCD+ E':%$2$; F&+0G8/+4%#H &+ $
>"#J&9"#, '/' %#+:%&7:&6# +/"4:&/' :5$: 8%/6&2#+ %#$" :&*# &':%$2$; %&+0
*$'$(#*#': >/% $"" -$%:&#+ &' E':#%#+:<


P#74%&:&#+ :%$2&'( 7/*84:#% $88"&7$:&/'+ :5$: $++&+: &' #J#74:&'( :%$'+$7:&/'+
?#<(<, 2&%#7: $77#++ 8"$:>/%*+, /%2#% *$'$(#*#': +;+:#*+, I4/:# *$'$(#*#':
+;+:#*+, #:7<@ 7$' 8%/6&2# 8%# :%$2# %&+0 *$'$(#*#': 9; 7/*8$%&'( #$75
8%/8/+#2 :%$'+$7:&/' 8%/7#++#2 :5%/4(5 :5# +;+:#* $($&'+: #+:$9"&+5#2 %4"#+ $'2
8$%$*#:#%+< E> /'# /% */%# /> :5#+# %4"#+ /% 8$%$*#:#%+ &+ 6&/"$:#2, :5# +#74%&:&#+
:%$2&'( 7/*84:#% $88"&7$:&/' +5/4"2 '/: 8#%*&: :5# :%$2# :/ 9# 8%/7#++#2 +/ $+
:/ #"&*&'$:# %&+0 :5$: *&(5: $%&+# &> :5# :%$2# L$+ 7/*8"#:#2< 3/L#6#%, >/% +475
8%# :%$2# %&+0 *$'$(#*#': :/ 9# #>>#7:&6# >/% $"" -$%:&#+ &' E':#%#+:, #6#%; +:#8 />
:5# 8%/8/+#2 :%$'+$7:&/' *4+: 9# 7/*8$%#2 $($&'+: %4"#+ $'2 8$%$*#:#%+
+8#7&>&7 :/ #$75 -$%:; &' E':#%#+:< E> $ :%$'+$7:&/' 7$' /774% L&:5/4: $ -$%:; &'
E':#%#+: 5$6&'( :5# /88/%:4'&:; :/ %#6&#L $'2 +:/8 :5# :%$2# &> &: 6&/"$:#+ &:+
#+:$9"&+5#2 %4"#+ $'2 8$%$*#:#%+, 8%# :%$2# %&+0 *$'$(#*#': &+ &'#>>#7:&6# >/%
:5$: -$%:; &' E':#%#+:<


E' :5/+# +&:4$:&/'+ L5#%# '/: $"" -$%:&#+ &' E':#%#+: 4+# :5# +$*# +#74%&:&#+
:%$2&'( 7/*84:#% $88"&7$:&/', -$%:&#+ &' E':#%#+: *4+: 2#8#'2 /' #'2 /> 2$; %&+0
*$'$(#*#': 4+&'( %#7/%2+ +49*&::#2 $>:#% 7"/+# /> :5# :%$2&'( 2$; :/ $'$";K#
$'2 &2#':&>; %&+0 6&/"$:&/'+< 3/L#6#%, 9; :5# :&*# +475 6&/"$:&/'+ $%# &2#':&>&#2


SU )/% #J$*8"#, $ 7"#$%&'( >&%* *$; L&+5 :/ 4'2#%+:$'2 :5#&% /6#%$"" 7/'7#':%$:&/' &' $ 8$%:&74"$%
+:/70 +;*9/" $7%/++ $"" $77/4':+ :/ +## &> :5#; $%# +5/%: &' $ +:/70 :5$: c4+: *$2# $ +&('&>&7$':
$''/4'7#*#': :5$: &+ #J8#7:#2 :/ #>>#7: 2#*$'2 >/%, $'2 $6$&"$9&"&:; />, :5# +:/70<


Current securities 
trading computer 
applications and 
stand-alone risk 
management systems 
fail to address the 
reality that Parties-
in-Interest can vary 
greatly between one 
transaction and 
another. 
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$'2 &'7/%8/%$:#2 &':/ +;+:#*+, :5# *$%0#: 5$+ 7"/+#2 $'2 %#*#2&$" *#$+4%#+
*4+: L$&: 4':&" :5# >/""/L&'( :%$2&'( 2$; 9; L5&75 :&*# 6/"$:&"# *$%0#:
7/'2&:&/'+ *$; 7$4+# "/++#+ :/ 9# #J$7#%9$:#2< E' $22&:&/', %&+0 *$'$(#*#':
8%/7#++#+ :5$: %#"; /' #'2 /> 2$; >&"#+ $%# '/: $9"# :/ 7$:75 6&/"$:&/'+ /> %&+0
8$%$*#:#%+ :5$: /774% &':%$2$; 94: $%# 7/%%#7:#2 9; :5# #'2 /> :5# 2$;< O&:5/4:
:5# $9&"&:; :/ */'&:/% %&+0 8$%$*#:#%+ &' %#$" :&*# &':%$2$;, $ -$%:; &' E':#%#+:
*$; :$0# /' */%# %&+0 &':%$2$; :5$' $88%/6#2 9; /:5#% -$%:&#+ &' E':#%#+:<
N":5/4(5 :5&+ *$; (/ 4'2#:#7:#2 +/ "/'( $+ :5# 6&/"$:&'( -$%:; &' E':#%#+: 9%&'(+
&:+#"> 9$70 &':/ 7/*8"&$'7# 9; :5# #'2 /> :5# 2$;, +475 4'&"$:#%$" $7:&/' +0#L+ :5#
#7/'/*&7 :#%*+ :5$: :5# 8$%:&#+ $(%##2 :/ $'2 7$' +49c#7: -$%:&#+ &' E':#%#+: :/
"/++#+ $'2 %#(4"$:/%; >&'#+<SX


C4*#%/4+ +/85&+:&7$:#2 +:$'2 $"/'# %&+0 *$'$(#*#': +;+:#*+ 5$6# $"+/ 9##'
2#6#"/8#2 >/% :5# >&'$'7&$" +#74%&:&#+ &'24+:%;< 3/L#6#%, :5#+# +;+:#*+ 2#$" L&:5
$((%#($:# "#6#" ?&<#<, '/: :%$'+$7:&/' +8#7&>&7@ 2$:$ $'2 :5# &*8$7: /> /6#%$""
*$%0#: 7/'2&:&/'+< A5#&% 8%&*$%; >/74+ &+ /' 8/%:>/"&/ %&+0 7/'7#%'+ 6#%+4+
:%$'+$7:&/' +8#7&>&7 &'>/%*$:&/' &' :5# 7/':#J: /> %#$" :&*# &':%$2$; %&+0< A5#
*/2#"&'( +;+:#*+ ?#<(<, =/':# !$%"/, l$"4# N: F&+0, #:7<@ :5$: $%# 4+#2 &' :5&+
7$:#(/%; /> +;+:#*+ $%# >%#I4#':"; 4+#2 :/ #+:$9"&+5 94;&'( 8/L#% h %&+0 $88#:&:#
/' $ 7"&#': 9; 7"&#': 9$+&+ ?&<#<, 7%#2&: %&+0@ &' 9%/$2 :#%*+< A5#; $%# :5#' 4+#2 :/
%##6$"4$:# 8/%:>/"&/+ /' $ 2$&"; 9$+&+ >/% 9/:5 7%#2&: $'2 *$%0#: %&+0< A5#; $%#
'/: 4+#2 :/ *$'$(# %&+0 >/% &'2&6&24$" :%$'+$7:&/'+ /' $ %#$" :&*# &':%$2$; 9$+&+<


N>>&"&$:#+ /> 1A!! 8%/6&2# %&+0 *$'$(#*#': $: :5# !"#$%&'( )&%* $'2
Q!/%%#+8/'2#':RSd "#6#" 4+&'( 2$:$ &'2#8#'2#':"; +49*&::#2 :/ +475
/%($'&K$:&/'+ 9; *$%0#: 8$%:&7&8$':+ &' 7/''#7:&/' L&:5 :5# #J#74:&/' $'2
7"#$%$'7# /> +#74%&:&#+ :%$'+$7:&/'+ &' :5# V<P< +#74%&:&#+ *$%0#:< 3/L#6#%, :5#+#
+#%6&7#+ 2/ '/: />>#% #>>#7:&6# %#$" :&*# &':%$2$; %&+0 *$'$(#*#': >/% -$%:&#+ &'
E':#%#+:< A5&+ 2#>&7&#'7; &+ 24# :/ :5# !"#$%&'( )&%*h!/%%#+8/'2#': "#6#" '$:4%#


SX )/% #J$*8"#, -$%:; &' E':#%#+: N, $ 7"#$%&'( >&%*, *$; $(%## :5$: -$%:; &' E':#%#+: ., $'
&'+:&:4:&/'$" &'6#+:/%, 7$' :%$2# 24%&'( :5# :%$2&'( 2$; &' +#74%&:&#+ 6$"4#2 $: 48 :/ >/4% :&*#+ :5#
9$"$'7# &' -$%:; &' E':#%#+: .D+ :%$2&'( $77/4':< E' #>>#7:, -$%:; &' E':#%#+: N 5$+ #J:#'2#2
Q*$%(&'R 7%#2&: :/ -$%:; &' E':#%#+: . &' $' $*/4': #I4$" :/ :5%## :&*#+ :5# $*/4': &' -$%:; &'
E':#%#+: .D+ $77/4':< O&:5/4: $77#++ :/ %#$" :&*# &':%$2$; %&+0 &'>/%*$:&/', -$%:; &' E':#%#+: . 7/4"2
:%$2# &' +#74%&:&#+ 6$"4#2 &' $*/4':+ +&('&>&7$':"; (%#$:#% :5$' :5# $(%##2 48/' >/4% :/ /'#
$%%$'(#*#':< A5&+ +&:4$:&/' &+ $'$"/(/4+ :/ +/*#/'# :%;&'( :/ 75$%(# &' #J7#++ /' :5#&% 7%#2&: "&*&:
/' $ 7%#2&: 7$%2, +/*#:5&'( 7%#2&: 7$%2 &++4#%+ 5$6# +/85&+:&7$:#2 +;+:#*+ :/ 8%#6#':< 3/L#6#%, &>
-$%:; &' E':#%#+: N /'"; 5$+ $77#++ :/ #'2 /> 2$; &'>/%*$:&/' -$%:; &' E':#%#+: N *$; '/: 0'/L
$9/4: :5#+# &'>%$7:&/'+ 4':&" &: &+ :// "$:# Z &> :5# *$%0#: */6#+ +/ >$% $L$; >%/* -$%:; &' E':#%#+:
.D+ 8/+&:&/' :5$: -$%:; &' E':#%#+: . 7$''/: 7/%%#7: :5# +&:4$:&/' 9; :5# #'2 /> :5# :%$2&'( 2$; :5#'
-$%:; &' E':#%#+: N L&"" +4>>#% $ "/++ #I4$" :/ $'; 2&>>#%#'7# 9#:L##' :5# 6$"4# /> $++#:+ &' -$%:; &'
E':#%#+: .D+ $77/4': $'2 :5# $*/4': '#7#++$%; :/ Q*$0# (//2R /' :5# 6$"4# /> :5# :%$2#+< E'
$22&:&/', -$%:; &' E':#%#+: N $'2 -$%:; &' E':#%#+: . L/4"2 9# &' 6&/"$:&/' /> &':%$2$; *$%(&'
%#I4&%#*#':+ +49c#7:&'( :5#* 9/:5 :/ 8/:#':&$" >&'#+ $'2 %#(4"$:/%; +$'7:&/'+<
Sd Q!/%%#+8/'2#':R N >&'$'7&$" /%($'&K$:&/' :5$: 8#%>/%*+ +#%6&7#+ ?$7:+ $+ $' &':#%*#2&$%;@ &' $
*$%0#: >/% $'/:5#% /%($'&K$:&/' :5$: 2/#+ '/: 5$6# $77#++ :/ :5$: *$%0#:< !/8;%&(5: m [iiY<
1$:$*4+#< LLL<=/'#;e"/++$%;<7/*<


Current systems do 
not provide alerts at 
a transaction-based 
level in  real-time. 
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/> :5# 8%/6&2#2 &'>/%*$:&/', '/: '#7#++$%&"; $: :5# -$%:; &' E':#%#+: "#6#", $'2 :5#
8%$7:&7# /> +/*# !"#$%&'( )&%*+ /> 8/+:8/'&'( +49*&++&/' /> 7#%:$&' :%$2# 2$:$,
&' +4**$%&K#2 /% 7/*8%#++#2 >/%*, 4':&" :5# #'2 /> :5# 2$; :/ +$6# /'
$++/7&$:#2 >##+ 75$%(#2 9; 1A!! $>>&"&$:#+<


P#8$%$:#";, CNP1NoS^ N!A F&+0 =$'$(#*#': 2/#+ '/: $22%#++ :%$2#+ %/4:#2 :/
+/*# "&I4&2&:; 2#+:&'$:&/'+, Q8%&':#2R /' #J75$'(#+ /:5#% :5$' CNP1No, +475
$+ :5# C$:&/'$" P:/70 BJ75$'(# $h0h$ :5# !&'7&''$:& BJ75$'(#, /% 5$'2"#2 6&$
o4$"&>&#2 P#%6&7# F#8%#+#':$:&6# ?QoPFR@ $%%$'(#*#':+, $'2 :5#%#>/%# $"+/ >$&"+
:/ 8%/6&2# #>>#7:&6# %#$" :&*# &':%$2$; %&+0 *$'$(#*#': >/% -$%:&#+ &' E':#%#+:<


3.2. System Independence  
BJ&+:&'( +#74%&:&#+ :%$2&'( 7/*84:#% $88"&7$:&/'+h%&+0 *$'$(#*#': +;+:#*+ >$&"
:/ $22%#++ :5# %#$"&:; :5$: -$%:&#+ &' E':#%#+: *$; 5$6# 94+&'#++ $'2 :#75'&7$"
%#$+/'+ >/% '/: 4+&'( :5# +$*# +;+:#*+< N %#7#': !$%9/' !/'+4":&'( +4%6#;
%#6#$"#2 :5$: 5#2(# >4'2 *$'$(#%+ $%# '/ "/'(#% %#";&'( #J7"4+&6#"; /' +;+:#*+
8%/6&2#2 9; :5#&% 8%&*# 9%/0#%+ :/ +$:&+>; :5#&% :#75'/"/(; '##2+j :5#; $%# $"+/
"//0&'( :/ 9/4:&I4#+ $: :5# >/%#>%/': /> 8%/247: 2#6#"/8*#': :/ 5#"8 $22%#++
+/*# /> :5#&% +;+:#* '##2+<S_


N %#7#': A$99 e%/48 %#8/%: '/:#2 :5$: Qb9"$70 9/J */2#"+ $%# 2%$*$:&7$"";
75$'(&'( :5# L$; :5$: +/85&+:&7$:#2 :%$2#%+ $'2 *$%0#: 8$%:&7&8$':+ $%#
$22%#++&'( :5# *$%0#:+ $+ "/L#% 7/+:+ $'2 5&(5#% 7/*84:# $'2 '#:L/%0&'(
+8##2+ $%# #'$9"&'( :5# 7%#$:&/' /> $4:/*$:#2 */2#" 9$+#2 :%$2&'(< A5#+#
*/2#"+ $%# $'$";K&'( :5# *$%0#: /' $ *&7%/+#7/'2 9$+&+, :%;&'( :/ ($4(#
"&I4&2&:; $'2 +##0 /88/%:4'&:;< N+ :5# */2#"+ 9#7/*# */%# $77#8:#2, :5#&% 4+#
&'7%#$+#+ :5# 6#"/7&:; /> :5# *$%0#: $'2 >/%7#+ /:5#% 8$%:&7&8$':+ :/ "#6#%$(#
:5#*, $+ :5# 8$7# /> :%$2&'( 9#7/*#+ :// >$+: :/ *$'$(# 9; 5$'2<RST A5#+# Q9"$70
9/JR +;+:#*+ 2/ '/: "#'2 :5#*+#"6#+ :/ &':#(%$:&/'h+5$%&'( L&:5 /:5#% -$%:&#+ &'
E':#%#+: +&'7# :5&+ *&(5: "#$2 :/ 2&+7"/+4%# /> 8%/8%&#:$%; $"(/%&:5*+ $'2h/%
+"/L#% 8%/7#++&'( +8##2+<


E':%$2$; F&+0G8/+4%#H 8%/6&2#+ +:$'2 $"/'# %#$" :&*#, /'"&'# #':#%8%&+# L&2#
#I4&:; %&+0 *$'$(#*#':[i >/% -$%:&#+ &' E':#%#+: L&:5/4: %#I4&%&'( &':#(%$:&/'
L&:5 #J&+:&'( 8/%:>/"&/ +;+:#*+, /%2#% *$'$(#*#': +;+:#*+, /%2#% #':%; +;+:#*+
/% 8%/(%$* :%$2&'( +;+:#*+ /% &*8"#*#':$:&/' $++&+:$'7# >%/* 7"&#':+D EA
2#8$%:*#':+< E':%$2$; F&+0G8/+4%#H &+ $ +#74%#, L#9 9$+#2 /'"&'# +#%6&7# :5$:
L/%0+ L&:5 $"" /%2#% *$'$(#*#': +;+:#*+ $'2 $"" >%/': #'2 :%$2&'( $88"&7$:&/'+


S^ QCNP1R C$:&/'$" N++/7&$:&/' /> P#74%&:&#+ 1#$"#%+ N4:/*$:#2 o4/:$:&/'+< !/8;%&(5: m [iiY<
1$:$*4+#< LLL<=/'#;e"/++$%;<7/*<
S_ 3#2(# )4'2 N"#%:, N8%&" [_, [iiU<
ST A5# A$99 e%/48, Q-4+5&'( :5# B'6#"/8#M F#2#>&'&'( F#$" :&*# A%$'+$7:&/' -%/7#++&'( &'
)&'$'7&$" =$%0#:+R ?N8%&" [iiU@<
[i E'&:&$" 2#8"/;*#':+ /> E':%$2$; F&+0G8/+4%#H +488/%: VP #I4&:&#+j +49+#I4#': %#"#$+#+ L&""
+488/%: $22&:&/'$" +#74%&:&#+ 8%/247:+<


“Black box” systems do 
not lend themselves to 
integration / sharing 
with other Parties-in-
Interest since this 
might lead to disclosure 
of proprietary 
algorithms and/or 
slower processing 
speeds. 
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L&:5/4: &':%/247&'( $'; "$:#'7; /% 2#"$; &':/ :5# :%$2# /% :%$'+$7:&/' 8%/7#++&'(
>4'7:&/'+<


3.3. Data Neutrality and Objectivity  
)ABCD+ 8$:#': 8#'2&'( E':%$2$; F&+0G8/+4%#H :#75'/"/(; 7/""#7:+ :%$'+$7:&/'
+8#7&>&7 2$:$ &' %#$" :&*# 2&%#7:"; >%/* $"" #"#7:%/'&7 "&I4&2&:; 8%/6&2#%+ :5#%#9;
#'+4%&'( >4"" 7/6#%$(# /> %#"#6$': &'>/%*$:&/' L&:5/4: %#";&'( /' 8/:#':&$"";
9&$+#2 2$:$ 8%/6&2#2 9; :%$2#%+ /% 2$:$ 8%/6&2#2 9; :5&%2 8$%:; :#75'/"/(;
6#'2/%+ L5&75 *$; 9# 7/*8%/*&+#2 /% "&*&:#2 &' +7/8# 24# :/ +;+:#*+ &++4#+ /%
8#%>/%*$'7# 75$%$7:#%&+:&7+<


E' $22&:&/' :/ #'5$'7#2 %&+0 *$'$(#*#': 7$8$9&"&:&#+, :5# :&*# +#'+&:&6#,
$77/4': "#6#" &'>/%*$:&/' $6$&"$9"# 6&$ )ABCD+ E':%$2$; F&+0G8/+4%#H +#%6&7#
>$7&"&:$:#+ 7/*8"&$'7# L&:5 +:$:4:/%; $'2 %#(4"$:/%; %#I4&%#*#':+ +&('&>&7$':";
%#247&'( :5# %&+0 /> %#(4"$:/%; &':#%6#':&/'[S $'2 >&'#+ :5$: *&(5: %#+4": >%/*
&'$2#I4$:# 7/':%/"+< E' $22&:&/', :5# &'>/%*$:&/' +488"&#2 9; E':%$2$;
F&+0G8/+4%#H #'$9"#+ 7"&#':+ :/ 6#%&>; :5# $774%$7; /> >##+ 75$%(#2 9; "&I4&2&:;
2#+:&'$:&/'+ 9$+#2 /' :%$'+$7:&/' 6/"4*#+ ?#<(<, B!C, PB!, CNP1 $'2 CP!!
>##+@ $'2 7$' +$6# 54'2%#2+ /> :5/4+$'2+ /> 2/""$%+ &' *&+7$"74"$:#2 >##+<


4. Intraday RiskXposure™ 


4.1. Benefit Overview 


 !"&#':+ 7$' 2#>&'# $77/4': 5&#%$%75;, %&+0 8%/>&"#+ $: 2&>>#%#': "#6#"+ />
74+:/*#% 5&#%$%75&#+ $'2 7$' 2#>&'# 2#+&%#2 $"#%:+ ?#<(<, 6&$ #*$&", /'"&'#
8/8 48 +7%##', *#++$(# +#': :/ 8$(#%, 6/&7# $"#%:, #:7<@< E':%$2$;
F&+0G8/+4%#H 8%/6&2#+ %#$" :&*# %&+0 #6$"4$:&/' L&:5&' +8#7&>&#2 7"&#':
$77/4': 5&#%$%75&#+ :/ $22%#++M


o !%#2&: %&+0 Z .4;&'( -/L#%, !/'7#':%$:&/'j
o =$%0#: %&+0 Z E':%$2$; -pk[[, !/'7#':%$:&/'j $'2


[S )/% #J$*8"#, $ CgPB *#*/%$'24* +:&84"$:#+ :5$: QA5# BJ75$'(# L/4"2 "&0# :/ %#*&'2
*#*9#%+ $'2 *#*9#% /%($'&K$:&/'+ :5$: &: 6&#L+ 7/*8%#5#'+&6# %&+0 *$'$(#*#': +;+:#*+ $+
>4'2$*#':$" :/ #'+4%&'( +/4'2 94+&'#++ 8%$7:&7#+< N77/%2&'(";, BJ75$'(# #J$*&'#%+ L&"" 9#
8"$7&'( &'7%#$+#2 #*85$+&+ /' :5# #>>#7:&6#'#++ /> :5#+# +;+:#*+ 24%&'( :5# 7/4%+# /> :5#&% >&#"2
#J$*&'$:&/'+<R
[[ F/9#%: 3#($%:;, 2&%#7:/% /> &'6#+:*#': *$'$(#*#': :#75'/"/(; %#+#$%75 >/% A/L#%e%/48, '/:#+
:5$: *$'; >4'2+, &'7"42&'( :5/+# #*8"/;&'( %&+0 $%9&:%$(# $'2 /:5#% 7/*8"#J &'6#+:*#':
+:%$:#(&#+, 2/ '/: 4+# :#75'/"/(; :/ #'+4%# :5$: :5#; #>>#7:&6#"; *$'$(# :5#&% #J7#8:&/'$""; 5&(5
:%$2&'( 6/"4*#+ &' $'2 /4: /> 8/+&:&/'+ I4&70"; $+ %#I4&%#2 9; +475 +:%$:#(&#+< E'+:#$2, :5#; %#"; /'
#%%/% 8%/'# 8%/7#++#+ 94&": $%/4'2 '/' &':#(%$:#2 $88"&7$:&/'+ $'2 *$'4$" 8%/7#++#+, +475 $+
&'84::&'( :%$2#+ &':/ BJ7#" +8%#$2+5##:+ /% 2&+8$%$:# *$'$(#*#': $'2 $77/4':&'( 8%/(%$*+<
E':%$2$; F&+0G8/+4%#H 8%/6&2#+ 5#2(# >4'2+ :5# $9&"&:; :/ 6&#L &':%$2$; -pk &' %#$" :&*#
:5#%#9; #'$9"&'( *$'$(#%+ :/ &*8"#*#': */%# $774%$:#, #>>&7&#': %#8/%:&'( $'2 >"#J&9"# :%$2&'(
$'2 /%2#% *$'$(#*#':< E' $22&:&/', E':%$2$; F&+0G8/+4%#H 7$' :%$70 4'%#$"&K#2 &':%$2$; -pk


Intraday 
RiskXposure™ 
facilitates compliance 
with statutory and 
regulatory 
requirements -- 
reducing the risk of 
regulatory 
intervention and 
fines. 
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 !"&#':+ 7$' :$0# &**#2&$:# %#*#2&$" $7:&/'+ L&:5&' :5# +$*# :%$2&'(
2$;<


 !"&#':+ 7$' 6&#L 5&+:/%&7$" %#8/%:+ :/ #6$"4$:# &'>%$7:&/' &'>/%*$:&/'
:/ $++&+: L&:5 %#(4"$:/%; 7/*8"&$'7# &'&:&$:&6#+ $'2 6#%&>; >##+
75$%(#2 9; "&I4&2&:; 2#+:&'$:&/'+ 9$+#2 /' :%$'+$7:&/' 6/"4*#+ ?#<(<,
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 E':%$2$; F&+0G8/+4%#H 5#"8+ 7"&#':+M
o .%&'( /' '#L 7"&#':+j
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o -%/6&2# */%# $774%$:# 8%&7&'( >/% Q%&+0;R 7"&#':+j $'2
o BJ8$'2 :5# %#$75 /> /6#%$"" $6$&"$9"# 7%#2&:<


 )ABC &+ '#4:%$" :5&%2 8$%:; $'2 '/: $ 9%/0#% 2#$"#% Z $"" 2$:$ &+
*$&':$&'#2 &' +:%&7: 7/'>&2#'7#<


:5#%#9; 5&(5"&(5:&'( :5# &*8$7: /> 8%&7# */6#*#': /' :5# %&+0 8%/>&"# /> $' $77/4':, 8$%:&74"$%"; $
*$%(&' $77/4':<
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4.2. Available For the First Time 
E':%$2$; F&+0G8/+4%#H =$0#+ :5# >/""/L&'( 9#'#>&:+ $6$&"$9"# :/ -$%:&#+ &'
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9; :5&%2 8$%:; 8%/7#++/%+ ?#<(<, 7/'>&%*$:&/'+ >%/* :5# 1A!![d /% >##2+
>%/* :5&%2 8$%:; :%$'+$7:&/' 8%/7#++&'( +;+:#*+@ &**#2&$:#"; 48/'
$6$&"$9&"&:; >%/* +475 2#+:&'$:&/'+h8%/7#++/%+ ?#<(<, %#$" :&*#h&':%$2$;
:5%/4(5/4: :5# 2$; /% $: 8%#+7%&9#2 :&*#?+@ 24%&'( :5# 2$;@ /&'0,$'
%"6$&%&-7 '0" $!" ,( *-1 8%"!#%&9"4 !"#$%&'&"! '%*4&-7 *88.&#*'&,- !,('/*%" &-
#,--"#'&,- /&'0 #,.."#'&,- ,( '0" 4*'*< A5# /9c#7:&6&:; $'2 7%#2&9&"&:; /> :5&+
2$:$ &+ 9#;/'2 %#8%/$75 +&'7# &: &+ %#7#&6#2 2&%#7:"; >%/* "&I4&2&:; +/4%7#+
$'2 :5&%2 8$%:; 8%/7#++/%+ $'2 &+ :5#%#>/%# */%# $77#8:$9"# :/ %#(4"$:/%+
>/% 7"&#': /6#%+&(5: 84%8/+#+ :5$' &'>/%*$:&/' 7/""#7:#2 >%/* 7"&#':+
:5#*+#"6#+<


 Q=$88&'(R /> &'>/%*$:&/' 7/':$&'#2 &' #"#7:%/'&7 7/8&#+ %#7#&6#2 >%/*
2&+8$%$:# "&I4&2&:; 2#+:&'$:&/'+ $'2 %#"$:#2 :5&%2 8$%:; 8%/7#++/%+,
#'$9"&'( $ Q'/%*$"&K#2R 8%#+#':$:&/' $'2 7/*8$%&+/' /> %#"#6$':
2#:$&"#2 $'2 '#::#2 2$:$[^ %#($%2"#++ /> :5# +/4%7#?+@ /> :5# 2$:$, /&'0,$'
%"6$&%&-7 '0" $!" ,( *-1 8%"!#%&9"4 !"#$%&'&"! '%*4&-7 *88.&#*'&,- !,('/*%" ',
)*-*7" '0" 4*'*<


 :"*. '&)" &-'%*4*1 *-*.1!&! ,( ;-,%)*.&<"4= &-(,%)*'&,- ', &4"-'&(1 &-(%*#'&,-!
(,% "*#0 >*%'1 &- ?-'"%"!' *' *.. ."@".! ,( 4"'*&. !$88,%'"4 91 *@*&.*9." &-(,%)*'&,-
9*!"4 $8,- %$."! *-4 8*%*)"'"%! 4"(&-"4 91 !$#0 >*%'1 &- ?-'"%"!'5 B$75


[Y QBJ75$'(#R N' /%($'&K$:&/', $++/7&$:&/' /% (%/48 L5&75 8%/6&2#+ /% *$&':$&'+ $ *$%0#:8"$7#
L5#%# +#74%&:&#+, /8:&/'+, >4:4%#+, /% 7/**/2&:&#+ 7$' 9# :%$2#2j /% :5# *$%0#:8"$7# &:+#"> ?#<(<,
CgPB, CNP1No, #:7<@< !/8;%&(5:mSTTT [iiU N1l)C -k!< LLL<$26>'<7/*<
[U QB!CR N' #"#7:%/'&7 +;+:#* :5$: 9%&'(+ 94;#%+ $'2 +#""#%+ :/(#:5#% >/% :5# #"#7:%/'&7 #J#74:&/'
/> :%$2#+< E: 2&++#*&'$:#+ &'>/%*$:&/' :/ &':#%#+:#2 8$%:&#+ $9/4: :5# /%2#%+ #':#%#2 &':/ :5#
'#:L/%0 $'2 $""/L+ :5#+# /%2#%+ :/ 9# #J#74:#2< B"#7:%/'&7 !/**4'&7$:&/'+ C#:L/%0+ ?B!C+@
%#8%#+#': /%2#%+ &' CNP1No +:/70+j :5#; &':#%'$""; *$:75 94; $'2 +#"" /%2#%+ /% %#8%#+#': :5#
5&(5#+: 9&2 8%&7#+ $'2 "/L#+: $+0 8%&7#+ /' :5# /8#' *$%0#:< A5# 9#'#>&:+ $' &'6#+:/% (#:+ >%/*
:%$2&'( L&:5 $' B!C &'7"42# $>:#% 5/4%+ :%$2&'(, $6/&2&'( *$%0#: *$0#%+ ?$'2 :5#&% +8%#$2+@, $'2
$'/';*&:; ?L5&75 &+ />:#' &*8/%:$': >/% "$%(# :%$2#+@< !/8;%&(5: mSTTT [iiU N1l)C -k!<
LLL<$26>'<7/*<
[X NAP Z N":#%'$:&6# A%$2&'( P;+:#*<
[d P## >//:'/:# SS<
[^ )/% #J$*8"#, $ -$%:; &' E':#%#+: 7$' +## $ Q94;R 2/'# /' /'# "&I4&2&:; 2#+:&'$:&/' 4+&'( /'#
+#74%&:&#+ :%$2&'( 8"$:>/%*, :5# Q+#""R 2/'# /' $'/:5#% "&I4&2&:; 2#+:&'$:&/' 4+&'( $'/:5#% 8"$:>/%*
$+ L#"" $+ :5# >$7: :5$: :5#; $%# Q>"$:R /6#%$"" $'2 5$6# $ K#%/ 8/+&:&/'<
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Q8$%:; &' &':#%#+:R 7$' 8#%+/'$"&K# $'2 74+:/*&K# %4"#+ $'2 8$%$*#:#%+
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E':#%#+: 5$6&'( $77#++ :/ /% 0'/L"#2(# %#($%2&'( +475 &'>/%*$:&/',
4'"#++ +475 -$%:; &' E':#%#+: +8#7&>&7$""; $4:5/%&K#+ /:5#%+ :/ 0'/L $"" /%
+/*# 8$%: /> :5# &'>/%*$:&/'< E: +5/4"2 9# '/:#2 :5$: :5# #>>#7:&6#'#++ $'2
9#'#>&: /> E':%$2$; F&+0G8/+4%#H %&+0 *$'$(#*#': >/% #$75 -$%:; &'
E':#%#+: *$; 9# #'5$'7#2 9; :5# %#7&8%/7$" +5$%&'( /> &'>/%*$:&/' L&:5
/:5#% -$%:&#+ &' E':#%#+: &' 7/''#7:&/' L&:5 8$%:&74"$% :%$'+$7:&/'+<
E':%$2$; F&+0G8/+4%#H >$7&"&:$:#+ +475 +5$%&'( &' $ 7/':%/""#2
#'6&%/'*#': 7/'+&+:#': L&:5 $88"&7$9"# %4"#+ $'2 %#(4"$:&/'+<


 e#'#%$:&/' /> %#$" :&*# &**#2&$:# 8/+: :%$2# $"#%:+ 9; 7/*8$%&'(
Q'/%*$"&K#2R 2$:$ >%/* 2&>>#%#': +/4%7#+ $($&'+: %4"#+ $'2 8$%$*#:#%+
2#>&'#2 9; #$75 -$%:; &' E':#%#+:< A5# +49+:$'7# /> :5# $"#%:+ L&"" 6$%; >/%
#$75 -$%:; &' E':#%#+: 2#8#'2&'( /' :5#&% %/"#?+@ $'2 $++/7&$:#2 %&+0?+@ &'
:5# 7/':#J: /> #$75 :%$'+$7:&/'< A*#0 >*%'1 &- ?-'"%"!' #*- 4"(&-" "B*#'.1 /0*'
%&!+! '0"1 /*-' ', ),-&',%3 '0" '0%"!0,.4 (,% /0"- *."%'! /&.. 9" !"-'3 /0, /&..
%"#"&@" /0*' *."%'! *-4 0,/ "*#0 *."%' /&'0 9" !"-'5 A5# 2#"&6#%;
*#75$'&+*?+@ >/% $"#%:+ ?#<(<, 6&$ #*$&", /'"&'# 8/8 48 +7%##', *#++$(#
+#': :/ 8$(#%, 6/&7# $"#%:, #:7<@ 7$' 9# 74+:/*&K#2 9; #$75 -$%:; &'
E':#%#+:<


 N'$";+&+ /> $((%#($:#2 Q'/%*$"&K#2R 2$:$, %#7#&6#2 >%/* 2&>>#%#':
+/4%7#+, $'2 %#$" :&*# $"#%:&'( /> &'>%$7:&/'+ &+ *$2# $6$&"$9"# :/ $""
-$%:&#+ &' E':#%#+:, 7/*8$%#2 :/ :5# 74%%#': $":#%'$:&6# /> /'"; Q+&"/R
&'>/%*$:&/' 9#&'( $6$&"$9"# :/ :5# -$%:; &' E':#%#+: />>&7&$""; /' %#7/%2 $+
:5# ]%&(&'$:&'( -$%:; L&:5 %#($%2 :/ #$75 :%$'+$7:&/'< >%&,% ', '0" &-@"-'&,-
,( ?-'%*4*1 :&!+C8,!$%"D3 '0" '&)&-7 *-4 !#,8" ,( '0" &-(,%)*'&,- *@*&.*9." ',
"*#0 >*%'1 &- ?-'"%"!' /*! &-!$((&#&"-' ', "-*9." !$#0 8*%'13 ,- &'! ,/-3 ',
#,.."#'3 *-*.1<" *-4 *#' ,- !$#0 &-(,%)*'&,-3 /&'0&- '0" 9%,*4"% !#,8" *-4 ),%"
&))"4&*'" &-'%*4*1 '&)" (%*)" -"#"!!*%1 ', 8%,@&4" '0" 8%,8"% #,-'"B' *-4
9*#+7%,$-4 ', "-*9." 8%,)8' %")"4&*. *#'&,-5


 N6$&"$9&"&:; /> $((%#($:#2 5&+:/%&7$" Q'/%*$"&K#2R &'>/%*$:&/' &' $ 2$:$
L$%#5/4+# :/(#:5#% L&:5 $'$";:&7$" ://"+ :5$: #'$9"# "@*.$*'&,- ,(
#,)8.&*-#" 91 "*#0 >*%'1 &- ?-'"%"!' *-4 *.!, 91 "*#0 &4"-'&(&*9." #.&"-' ,% #.&"-'
7%,$8 ,( !$#0 >*%'1 &- ?-'"%"!' /&'0 *88.&#*9." &-'%*4*1 %$."!3 %"7$.*'&,-! *-4
8%,#"4$%"!<


 N6$&"$9&"&:; /> $((%#($:#2 5&+:/%&7$" Q'/%*$"&K#2R &'>/%*$:&/' &' $ 2$:$
L$%#5/4+# :/(#:5#% L&:5 $'$";:&7$" ://"+ :5$: #'$9"# "@*.$*'&,- ,( '0"
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$'2 :/ #$75 &2#':&>&$9"# 7"&#': /% 7"&#': (%/48 /> +475 -$%:; &' E':#%#+:, 9;
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7/*8$%&'( 6/"4*#+ $'2 '$:4%# /> :%$'+$7:&/'+ $: 2&+8$%$:# "&I4&2&:;
2#+:&'$:&/'+ $($&'+: 2$:$ %#7#&6#2 2&%#7:"; >%/* +475 2#+:&'$:&/'+<
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4.3. Easy to Sign-up For and Use 
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4.4. Cooperation with Other Risk Management Systems 
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Exhibit 2 - 2006 FTEN Comment Letter 


 







Comment on Proposed SR-NASD-2006-026; SR-NASD-2006-027 - NASDAQ Plans to Implement 
New Pricing for CTCI Connectivity 
  
Submitted by M. Gary LaFever, Esquire 
Executive Vice President & General Counsel 
FTEN, Inc. 
800 Third Avenue 
Twenty-Third Floor 
New York, NY 10022 
(303) 823-8111 
glafever@ften.com 
  
  
Summary 
  
The U.S. financial securities industry is best served by ensuring that clearing firms have access to 
intraday risk management tools that can effectively monitor acceptable levels of credit and risk exposure 
for correspondent firms. NASD member clearing firms are subject to a Securities and Exchange 
Commission (“SEC”) Order [Release No. 34-47208; File No. SR-NASD 2002-157] that requires them to 
use NASDAQ’s ACT Risk Management system unless they have a comparable intraday risk management 
system; however, comparable systems require access to the very data that is the subject matter of SR-
NASD-2006-026 and SR-NASD-2006-027. The proposed price increase under SR-NASD-2006-026 
and SR-NASD-2006-027 would impose an undue burden on competition and be contrary to the purposes 
of the Securities Exchange Act of 1934 unless measures are taken to ensure that clearing firms have 
continued access to execution data on cost effective terms so as to allow alternative providers of intraday 
risk management systems to compete on a level playing field with NASDAQ's ACT Risk 
Management. FTEN, Inc. (FTEN) respectfully requests that proposed SR-NASD-2006-026 and SR-
NASD-2006-027 be modified such that the term "Station" is clearly defined specifically within the 
context of clearing firms to refer only to the cost of bandwidth necessary to transmit real time 
execution messages for all correspondents of a clearing firm.  
  
NASDAQ's ACT Risk Management and Current Market Conditions  
  
In October 1990, the SEC approved the risk management functions of NASDAQ’s Automated 
Confirmation Transaction (ACT) service. The SEC mandated that all NASD members participate in the 
service “[i]n order to establish ACT as the industry standard for reporting and comparing equity 
transactions in The NASDAQ stock market.” These rules required that all NASD member clearing firms 
use NASDAQ’s risk management system known as ACT Risk Management. In January 2003, the SEC 
issued an Order approving an opt-out provision from ACT Risk Management [Release No. 34-47208; File 
No. SR-NASD 2002-157]. In this order, the SEC said "The ability of [clearing firms] to adequately assess 
the risk of their correspondent firms is critical to the protection of investors and the public interest, as 
required by the Act. Therefore, the Commission finds that the [request by NASDAQ to modify the rule 
otherwise requiring all clearing firms use NASDAQ's ACT Risk Management System] is consistent with 
the Act because the proposal seeks to ensure that all NASD clearing members retain the ability to 
monitor the trading activities and risk exposures of their correspondent firms, either by using the ACT risk 
management program, or another risk management tool comparable to ACT's risk management program. 
The proposed rule change also fosters cooperation and coordination with persons engaged in the 
regulating, clearing, settling, and processing of information with respect to and facilitating transactions in 
securities because it ensures that NASD clearing members utilize a risk management tool that monitors 
the acceptable levels of credit and risk exposure for correspondent firms, which helps to ensure the rapid 
and reliable comparison and settlement of transactions." With the benefit of hindsight, it seems that this 
enlightened view taken by NASDAQ would allow clearing firms to produce their own systems to evaluate 
risk. However, as with many software and services markets, the ability to provide tools to address 
enterprise needs often comes from third parties who can develop more sophisticated technology offerings 







by addressing the needs of numerous clients and meeting the market needs of many, as opposed to just 
addressing the in-house needs of a single firm.  
 
In the 1990s when these rules were promulgated, NASDAQ’s ACT Risk Management system provided 
adequate coverage of intraday trading and volatility risks in the Over-the-Counter (OTC) market because 
NASDAQ was, for all practical purposes, the OTC market. But, with the dramatic increase in popularity of 
ECNS since the 1990s (which for the most part are not covered by ACT Risk Management), ACT Risk 
Management now covers less than fifty percent of the OTC market. And, since the 1990s the lines 
between securities listed on the New York Stock Exchange (“Listed” securities) and OTC securities have 
blurred and trading now frequently involves market sectors that are unrelated to whether stocks are Listed 
or OTC. ACT Risk Management does not provide coverage for Listed trades and provides coverage for 
less than half the OTC market. When taken together, ACT Risk Management, while an excellent tool in its 
day now covers at most one-third of the market. 
  
Intraday RiskXposure 
  
FTEN is an enterprise software provider with a corporate mandate to maintain its independence and 
facilitate financial commerce by identifying and addressing inefficiencies in existing financial services 
processes and procedures – FTEN is not an exchange, a clearing firm, a financial services company or a 
broker dealer. FTEN was asked by clearing firms if it could help address the growing challenges in 
managing and monitoring acceptable levels of intraday credit and risk exposure for correspondents 
resulting from: (1) Market fragmentation - in addition to the longstanding OTC/Listed dichotomy eluded to 
above, the existence of multiple liquidity destinations for OTC trading creates risk scenarios that are not 
capable of being detected at any one of the individual liquidity destinations; (2) Limitations of pre-trade 
risk management systems – pre-trade risk management systems fail to provide effective risk 
management for trades handled outside the systems, information about which is not available until the 
next trading day when significant harm from risk infractions may have occurred and the availability of 
effective remedial actions may be severely limited. In addition, these systems are further hampered in 
their attempt to provide adequate protection due to the increasing popularity of (a) multiple party 
transactions, (b) disparate, non-integrated trading platforms and (c) black-box trading strategies that do 
not support latency introduced by pre-trade processes; and (3) Delayed implementation of shorter 
settlement cycles – the practical difficulties of implementing Straight-Through-Processing and shortened 
settlement cycles have delayed the anticipated risk management benefits that these initiatives were 
supposed to make available. Solutions that provide broader market transparency, facilitate improved 
regulatory oversight, enhance accountability and improve intraday risk management without requiring 
changes to established procedures or systems are therefore necessary to address the market trends 
identified above. 
  
In response to these client requests, FTEN developed Intraday RiskXposure (“RiskXposure” or “RX”). 
RiskXposure is an innovative, patent-pending system (USPTO Pub. No.: 20050203825 - Financial Data 
Processing System) that enables clearing firms to comply with the SEC Order to "utilize a risk 
management tool that monitors the acceptable levels of credit and risk exposure for correspondent firms." 
RiskXposure provides better management and monitoring of acceptable levels of intraday credit and risk 
exposure for correspondents by uniquely aggregating, analyzing and processing execution messages 
from each of the liquidity destinations (e.g., NASDAQ, NYSE, INET, BRUT, ARCA, etc.) throughout the 
trading day. In addition to providing nearly 100% market coverage, RiskXposure also: (1) imports clients' 
positions - the only way to calculate real Profit & Loss and to assess real risk within the context of 
correspondents' holdings; (2) generates intraday reports on securities analysts say to watch - 
RiskXposure is the only system that provides information on current holdings - opening positions plus 
intraday trades, so reports have real, actionable value to risk managers - should a client already have a 
position in, or the millisecond a client takes a position in, a flagged security then risk managers are 
alerted; (3) supports "what-if" modeling - RiskXposure is the only system that enables risk managers to 
search for correspondents holding a particular security intraday and model price movement by an 
estimated percentage to highlight those that could be in trouble if such price movement were to occur; 
and (4) can store historical data and provide research and reporting tools to support trend analysis, 
verification of third party transaction fees and response to regulatory inquiries and audits. 







  
In March 2005, NASDAQ announced new port fees for NASDAQ and BRUT which made the cost of 
acquiring execution data necessary to support alternative intraday risk systems in FIX 
format economically prohibitive. This pricing generated adverse public reaction (e.g., Securities Industry 
News ran a story entitled Nasdaq: Mixed Message on Connectivity stating that NASDAQ might have "...a 
nasty April Fools' Day surprise for some correspondent clearers ..." - see 
http://securitiesindustry.com/midweek.cfm?articleid=15188). NASDAQ subsequently informed FTEN that 
it had not contemplated the impact of port pricing changes on FTEN’s Intraday RiskXposure offering since 
no one else uses execution messages in the novel and unique way that FTEN does to provide real-time, 
cross-market intraday risk management. In fact, despite overwhelming evidence that risk management is 
a key issue facing financial services companies generally and clearing firms specifically due to their 
correspondent oversight and financial responsibilities, other than FTEN's Intraday RiskXposure offering 
there is still no third party alternative to ACT Risk Management and ACT Risk Management fails 
to provide coverage for Listed securities and covers only one-third of the OTC market. Over the ensuing 
year, NASDAQ and FTEN have held discussions regarding a variety of different ways to ensure 
continued access to execution data necessary to support alternative risk management solutions (e.g., 
ensuring continued access to execution messages in CTCI format), although it is important to note that 
NASDAQ data is only a minority of the data relevant to comprehensive real-time management of cross-
market intraday credit and exposure risk. 
  
Proposed New Pricing for CTCI Connectivity  
  
The proposed new pricing for CTCI connectivity set forth in SR-NASD-2006-026 and SR-NASD-2006-027 
may make sense in the context of broker-dealers and clients who want access to execution messages for 
their own purposes. However, in the context of clearing firms who have an affirmative obligation to 
manage the risk and trading activities of their correspondents, the proposed pricing creates an inherent 
conflict of interest since clearing firms must “monitor the trading activities and risk exposures of their 
correspondent firms, either by using the ACT risk management program, or another risk management tool 
comparable to ACT's risk management program” and comparable alternative systems require access 
to the very data which is the subject matter of SR-NASD-2006-026 and SR-NASD-2006-027. Other 
liquidity destinations either charge clearing firms nothing for this data or only charge minimal fees to cover 
the actual cost of providing the data. Execution messages for NASDAQ affiliates are no longer 
available on economically viable terms in FIX format and the proposed pricing set forth in SR-NASD-
2006-026 and SR-NASD-2006-027, if not carefully defined, could make the only remaining format in 
which such data is provided, CTCI, uneconomical as well. We believe clearing firms should be entitled to 
this data on fair and equitable terms so they can exercise their option to use an alternative intraday risk 
management system and comply with the SEC Order. It should also be noted that in the context of 
clearing firms, the data in question reflects trades done by their correspondents for which the clearing 
firms are ultimately financially responsible, the details of which they are legally entitled to and copies of 
which they already receive the next day from the National Securities Clearing Corporation without 
additional charge. Therefore, the provision of this very same data to clearing firms in real-time as 
necessary to support alternative intraday risk systems should be provided to them for only the 
incremental cost of providing it in real time, a requirement easily and cost effectively met with the 
commodity information technologies readily available today. 
 
Having previously increased the fees for execution messages provided in FIX format (see 
http://securitiesindustry.com/midweek.cfm?articleid=15188 referenced above), the proposed price 
changes set forth in SR-NASD-2006-026 and SR-NASD-2006-027 would correlate fees charged 
for execution messages provided in the only other available format, CTCI, to the number of "Stations" 
involved without including a precise definition of "Station." This proposed terminology makes sense only 
to the extent the term "Station" is defined to refer to a permissible user of data versus the number of 
parties for whom data is provided. Such an interpretation would be consistent with the idea that the data 
actually belongs to the clients who originate and pay for trades and clearing firms who are ultimately 
financially responsible for the trades. In the current technology environment there is relatively minimal 
cost associated with providing this data on a real time basis. Though clearing firms will obviously require 
larger data communication “pipes” to provide relevant data for multiple clients on a real time basis, the 







incremental cost should be de minimus and should only relate to the actual cost of transmitting more 
packets of information. If the current proposal is to be primarily based on the definition of the word 
“Station,” the term should be defined to refer to a permissible user of data versus the number of parties 
for whom data is provided. For example, with regard to a broker-dealer each "Station" should encompass 
data associated with a Market Participant ID (“MPID”) that the broker-dealer owns, but with regard to a 
clearing firm a "Station" should encompass data associated with all MPIDs for which the clearing firm 
provides clearing services. If the word “Station” were to be defined otherwise (e.g., if the term were 
defined in the context of clearing firms such that each correspondent of the clearing firm would equal a 
“Station”), then there would be no economic means to provide third party risk analysis systems as data 
fees would have to be paid for hundreds if not thousands of clearing firm correspondents. Surely this 
cannot be the result intended by allowing NASDAQ affiliates to charge for data on trades originated by 
clients who have already paid for the trades and the reporting and administrative costs associated with 
such trades and with respect to which clearing firms are ultimately financially responsible. 
 
Conclusion 
  
FTEN, Inc. respectfully requests that proposed SR-NASD-2006-026 and SR-NASD-2006-027 be modified 
such that the term "Station" is clearly defined specifically within the context of clearing 
firms to refer only to the cost of bandwidth necessary to transmit real time execution messages for all 
correspondents of a clearing firm, bearing in mind that this data belongs to the originators of these trades 
and is being used to provide alternative and more inclusive intraday risk management so that alternative 
comparable intraday solutions remain available “to ensure that all NASD clearing members retain the 
ability to monitor the trading activities and risk exposures of their correspondent firms.” 
 





























 


 


 


 


Brussels, 12 August 2011 


 


Mr Werner Bijkerk 


International Organisation of Securities Organisations (IOSCO) 


Calle Oquendo 12 


28006 Madrid 


Spain 


 


Public Comment on Regulatory  Issues Raised by the  Impact of Technological Changes on Market 


Integrity and Efficiency 


 


Dear Mr Bijkerk, 


Dear Werner, 


 


As  the world’s  largest  interdealer  broker  (IDB),  intermediating  over  €1.6  trillion  in  trading  across  all  asset 


classes daily, ICAP has long been a proponent of electronic trading. The Group believes that electronic trading 


brings significant benefits to markets in terms of auditability, transparency, commercial efficiency, operational 


resilience and market integrity.   


While  ICAP does provide brokerage  services  in  the  cash equity markets and operates BlockCross, an equity 


crossing network, the vast majority of its broking operations are in the non‐equity OTC markets, and it is from 


this perspective that the Group is responding to this consultation. It has also only been appropriate to respond 


to certain questions within the consultation as ICAP only observes algorithmic and high‐frequency trading in a 


limited number of OTC markets.  


 


ICAP  operates  a  number  of  electronic  trading  platforms  in  markets  as  diverse  as  foreign  exchange, 


commodities,  US  Treasuries  and  EU  public  debt  securities,  and  euro‐denominated  interest‐rate  swaps. 


Electronic broking is a significant part of ICAP’s overall business, contributing 33% of ICAP’s operating profit in 


2010‐11,  up  from  22%  in  2006‐7.  During  the  period  April  –  June  2011,  daily  average  volumes  traded  by 


customers  on  BrokerTec  –  a  fixed‐income  and  repo  trading  platform  – was  $172bn, while  over  the  same 


period, the comparable figure for EBS – a foreign‐exchange and precious metals platform – was $166bn. Since 


its launch in September 2010, iSwap – ICAP’s electronic euro‐denominated interest‐rate swap platform – has 


transacted over €510bn  in volume, and accounts  for nearly 23% of  ICAP’s  total brokerage  in  this asset class 


over the period. Much of this volume was  incremental,  i.e. only an electronic system could have created the 


implied prices along the yield curve that allow the simultaneous execution of complex, multi‐leg IRS trades. As 


the operator of  the  leading electronic market  in many of  these  asset  classes,  and nine multilateral  trading 


facilities  (MTFs)  overall,  ICAP  recognises  that,  above  and  beyond  our  regulatory  obligations,  it  has  a 


stewardship role to proactively promote the orderly and efficient functioning of these markets. 


In  contrast  to  the conceptually  simple and  relatively uniform equity markets,  the  scale and diversity of  the 


non‐equity OTC markets – which reflects the real‐world economy that underlies them – has necessitated the 


development of a range of post‐trade solutions to mitigate the different risks in each market. Such electronic 


post‐trade services  for wholesale market participants are an  important and growing part of  ICAP’s business, 


and  serve  to  reduce  the  aggregate  risk  facing  market  participants.  Traiana,  a  platform  for  electronically 


processing  OTC  foreign  exchange,  futures,  equities  and  equity  derivatives,  connects  many  major  market 


participants through  its Harmony network, and processes $800bn  in foreign exchange transactions every day 







prior  to  their  clearing by CLS,  the global  foreign‐exchange  clearing bank.  In  June 2011,  in partnership with 


several major  banks  and  FX  trading platforms,  Traiana  also  launched  Creditlink,  a New  York  Fed‐approved 


service that allows prime brokers to monitor and manage their clients’ credit‐risk across multiple FX platforms 


in real‐time, specifically to ensure that, in light of the growth in high‐frequency and algorithmic trading, they 


have adequate visibility of, and control over, their client’s aggregate credit exposure.1 Similarly, in the broader 


derivatives space, TriOptima, an  ICAP post‐trade service based  in Stockholm, uses proprietary  technology  to 


identify  and  reconcile  the  totality  of  overlapping  and  unnecessary  counterparty  risk  across  the  derivatives 


portfolios of a range of major financial institutions. 


 


ICAP’s  experience  of  algorithmic  trading  is  that  while  it  only  exists  in  a  limited  number  of  markets  ‐ 


characterised  by  the  high‐volume  trading  of  a  lower  number  of  highly  liquid  instruments  ‐  it  can  bring 


significant  benefits,  particularly  in  terms  of  liquidity. However,  algorithmic  trading  does  also  tend  to  alter 


certain aspects of markets  ‐ specifically by  increasing volumes while reducing average trade sizes – to which 


ICAP has had to respond, on a case‐by‐case basis, to ensure that the Group’s markets remain orderly, efficient 


and accessible to the broadest possible cross‐section of market participant. 


 


Yours Sincerely, 


 


 


 


Godfried de Vidts 


Director of European Affairs, ICAP plc 


 


 


 


 


 


 


 


                                                            
1
 ICAP Press Release: Citi, Deutsche Bank, J.P. Morgan, Morgan Stanley, Leading ECNs and Traiana Launch New Era in Risk Management for 
the  FX  Industry  (27/06/2011)  (http://www.icap.com/news‐events/in‐the‐news/news/2011/leading‐ecns‐and‐traiana‐launch‐new‐era‐in‐
risk‐management‐for‐the‐fx‐industry.aspx)  







ICAP Response to IOSCO Consultation: Public Comment on Consultation Report: Regulatory 


Issues Raised by the Impact of Technological Changes on Market Integrity and Efficiency 


Q1) What impact have technological developments in the markets in recent years had on your own trading?  


It is important to note that as an inter‐dealer broker (IDB), ICAP does not undertake any proprietary trading for 


its  own  book.  Rather,  ICAP’s  role  is  as  an  intermediary,  matching  buying  and  selling  interest  between 


customers on  its  trading platforms across a  range of asset classes  in  the wholesale markets. This process – 


liquidity matching  –  is  the  core  of  the  IDB  function,  and  the Group’s  success  in  this  area  is  a  result  of  its 


commitment to operating transparent, impartial, efficient and orderly markets that become attractive trading 


venues for market users. 


The migration of trading in financial instruments on to electronic platforms in recent years has occurred as a 


result of technological developments, market demand and risk mitigation. While certain wholesale markets – 


such as foreign exchange ‐ opened up to electronic trading in the 1990s, other markets – such as interest‐rates 


swaps – have only become suitable,  in terms of their  inherent characteristics,  for electronic trading  in more 


recent years.  


ICAP has built several MTFs  in order to be able to provide customers with electronic  indicative and tradable 


prices, automated reconciliation and confirmation services and electronic links to OTC clearing. Such systems 


allow the Group to offer its customers trading opportunities with each other that simply couldn’t exist in non‐


electronic markets,  for example,  the ability  to execute against prices  implied by  the existence of other  firm 


prices along the yield curve. 


Back‐office  developments  such  as  straight‐through‐processing  (STP)  and  the  automation  of  collateral 


management have significantly reduced operational risk for wholesale trading institutions, while technological 


post‐trade offerings such as compression, basis‐risk analysis and reconciliation significantly curtail unnecessary 


second‐order  and  counterparty  risk  in  OTC  market  portfolios.  Electronic  trading  thus  accounts  for  a 


significantly  larger proportion of  ICAP’s revenues and profit, as well as  its back and middle‐office operations, 


than five year ago. 


The  vast majority of  the  focus on  the  growth  and  consequences of  algorithmic  and high‐frequency  trading 


centres on  the equity markets, and  specifically  the  complex  interaction between  single/multiple algorithms 


and the operating systems and rules of equity exchanges themselves. 


 In light of regulatory concern about a) the extent to which the growth of high‐frequency trading has dissuaded 


‘manual’ traders from participating  in certain markets, and the b) necessity of pre‐testing algorithms prior to 


their use on  live  trading  systems,  this  consultation  response will draw  conclusions  from across  ICAP’s non‐


equity market electronic  trading platforms. While  ICAP’s electronic  trading platforms provide an  ‘exchange‐


like’ broking platform for wholesale (i.e. not retail) market participants, the varied nature of the  instruments 


and  contracts  traded,  the  (large)  average  size  of  these  trades,  and  the  sophisticated market  participants 


involved clearly differentiate these markets from equity markets.    


Electronic trading  in non‐equity markets thus constitutes a spectrum of activity, rather than simply a unitary 


phenomenon.  As  Table  1  demonstrates,  trading  across  these  asset  classes  varies  significantly  by  average 


wholesale  trade  size,  benchmark  trades  per  day,  the  proportion  of  algorithmic  trading  in  the market,  and 


whether certain segments of the market in these asset classes are voice‐brokered, either on a hybrid basis, or 


on stand‐alone voice‐platforms. As such,  it  is  impossible to generalise about automated trading  in electronic 


non‐equity markets,  some of which have  seen  a  significant  growth  in  the phenomenon over  recent  years, 


while  others  –  because  of  their  inherent  characteristics  –  remain  the  purview  of  the  manual  trading 


community.  







Table 1: Trading Characteristics of ICAP electronically traded asset‐classes 


Asset Class 
Traded 


ICAP 
Platform 


Average 
Wholesale 
Trade Size 


Trades per 
Day in 


Benchmark 
Instrument 


% of 
Algorithmic 
Trading on 


ICAP 
Platform 


Hybrid 
(Electronic/Voice) 


Execution? 


Voice‐
Negotiated? 


Foreign 
Exchange 


EBS  $1.4m  c. 80,000  c. 50%     


‘On‐the‐Run’ 
US Treasuries  


BrokerTec  $2m 
23,000 
(10Y) 


30‐40%     


‘Off‐the‐Run’ 
US Treasuries 


ETC  $30m  1,200   0%     


European 
Government 


Bonds  
BrokerTec  €9m 


1‐5 
(10Y Bund) 


 
0% 
 


   


€ Interest‐
Rate Swaps 


iSwap  €75m 
8‐12 
(10Y) 


0%     


Source: ICAP Internal Data 


‐ The Growth of Algorithmic and High‐Frequency Trading in electronic Non‐Equity Markets 


As  discussed,  algorithmic  and  high‐frequency  trading  only  occurs  in  those  non‐equity markets  that  exhibit 


certain  characteristics  i.e.  typically  a  low  number  of  individual  instruments  traded  in  small  increments. 


Algorithmic trading on the spot FX platform EBS was piloted on a limited basis in 2003, and made accessible to 


the whole market in 2004. Given that EBS had been a ‘manually’ (i.e. human inputs into an electronic system) 


traded market up until that moment, it would not be inaccurate to characterise the introduction of algorithmic 


trading  as the advent of de facto high‐frequency trading on the platform as well. Since that date, the deeply 


liquid nature of the global foreign exchange market has allowed a considerable growth in both algorithmic and 


high‐frequency trading on platforms such as EBS. A similar evolution occurred in the trading of ‘on‐the‐run’ US 


Treasuries, with  algorithmic  trading  in  these  bonds  commencing  in  2003  on  BrokerTec. Unlike  the  foreign 


exchange market, where algorithmic trading was led by the dealer banks, algorithmic trading in US Treasuries 


was initially predominantly undertaken by non‐bank financial institutions. By contrast, even the electronically‐


traded end of the euro‐denominated interest rate swap (IRS) market, based on ICAP’s experience of operating 


iSwap since September 2010, sees no algorithmic and high‐frequency trading.2 Despite the size of the global 


euro‐denominated IRS market, trading is defined by large, infrequent orders, which to date appear inherently 


unsuitable  for  automated  trading  strategies,  though  it  is  likely  that  over  time,  average  trade  sizes  in  this 


market will shrink and  interest  in algorithmic trading  in this market could emerge(with the caveat that there 


are already simpler and more cost effective means of hedging against interest rate risk in smaller sizes, which 


could reduce the commercial benefit of any smaller sized market). 


                                                            
2
  iSwap does however rely on streaming prices from participating dealer banks. These streaming prices  in €  IRS are automated, but are 
distinct  from  algorithmic  trading  because  they  are  not  seeking  to  profit  from market‐pricing  anomalies.  Rather,  certain  dealer  banks 
operating  in the electronic  interest‐rate swap market choose to stream prices – both bids and offers derived from a calculated “fair” or 
mid‐price, at which they are willing to trade an IRS. Around that mid‐ price  is a bid/offer spread, which constitutes their market‐making 
‘fee’, and which will fluctuate in size relative to market volatility. Price streaming is thus a market‐making, rather than a traditional trading, 
function. 







Even within asset classes – for example, sovereign debt –  it  is very difficult to generalise about the extent of 


algorithmic and high‐frequency trading. The unified nature of the US Treasuries (UST) market, with  its single 


set  of  ‘on‐the‐run’  benchmark  (2Y,  3Y,  5Y,  7Y,  10Y  and  30Y)  bonds,  is  significantly more  liquid  than  the 


European Government bond (EGB) market, which remains fractured across a range of benchmark instruments 


issued by individual member states on varied schedules. Moreover, primary‐dealer quoting obligations in the 


EGB market  compound  this  relative  illiquidity  vis‐à‐vis  the  UST market, where  non‐primary  dealers,  often 


operating automated‐trading strategies, are heavily present in the secondary markets.  


Indeed,  the  bifurcation  of  the  UST  market  into  on‐the‐run  (i.e.  new  benchmark)  and  off‐the‐run  (i.e. 


superseded benchmark)  issues – which are traded on different electronic platforms at  ICAP because of their 


differential liquidity – demonstrates the varying dynamics of electronically trading in the same instrument over 


the  course  of  its  lifetime.  Once  a  UST  benchmark  issue  (i.e.  a  10Y)  is  superseded  by  a more  recent  10Y 


issuance, it becomes an ‘off‐the‐run’ bond. For example, the 30Y UST is issued quarterly, which means that at 


any given  time,  there  is 1  ‘on‐the‐run’ 30 UST and 119  ‘off‐the‐run’ 30Y USTs.  In  total,  the  ‘on‐the‐run’ UST 


market constitutes six individual benchmark instruments (2Y, 3Y, 5Y, 7Y, 10Y and 30Y), whereas the total ‘off‐


the‐run’ UST market is comprised of over 400 instruments. As a consequence, the liquidity profile and trading 


characteristics of these markets differ significantly. In terms of volume, the daily trading in the off‐the‐run UST 


market is roughly a quarter of the notional size of comparable on‐the‐run trading. Consequently, average trade 


sizes are significantly higher than  in  the on‐the‐run market on a much  lower  typical number of daily  trades. 


Equally, while traders  in the on‐the‐run UST market will typically focus on a section of the curve, trading, for 


example, 2Y, 3Y and 5Y spreads, the off‐the‐run UST market tends to be sub‐divided into maturity specialists 


who, for example, trade only the outstanding 5Y bonds. 


Thus while  the off‐the‐run market  is also  traded electronically –  for example, by  ICAP on  its electronic ETC 


platform since 2000 –  it  is also a market that features significant volumes of voice‐broking, by contrast with 


the ‘on‐the‐run’ US Treasuries market, which  is purely electronic. Average electronic volumes  in the ‘off‐the‐


run’ market peaked at approximately 60% of total trading  in 2007‐8, but have since receded to around 40%, 


demonstrating  the  importance of  ICAP’s hybrid  (voice/electronic) platform  in providing  trading  flexibility  to 


market  participants,  and  the  role  of  traditional  telephone‐based  “voice”  broking  in matching  diverse  and 


sporadic  buying  and  selling  interests.  It  is  critical  to  note  that  although  an  instrument  can  be  traded 


electronically  in significant volume, the  liquidity of that  instrument  is not guaranteed simply by this fact, and 


that voice‐broking continues to provide considerable liquidity in certain markets. 


‐ The Effect of Algorithmic and High‐Frequency Trading in Non‐Equity Markets 


Since the advent of algorithmic trading on EBS, several general phenomena have been observed in both the FX 


and US  Treasuries market, where  bid/offer  spreads  have  tightened,  average  trade  sizes  have  shrunk,  and 


trading volumes – liquidity – have grown significantly. Academic studies have found broader systemic benefits 


to non‐equity markets  resulting  from  the growth  in  automated  trading, most notably  a paper  authored by 


economists  from  the  Board  of  Governors  of  the  Federal  Reserve  System  entitled  Rise  of  the Machines: 


Algorithmic Trading in the Foreign Exchange Market3. The basis for this study was two years’ worth (2006‐7) of 


minute‐by‐minute trading data from EBS in three currency pairs: euro‐dollar, dollar‐yen, and euro‐yen. As the 


authors  note,  the  growth  in  algorithmic  trading  in  the  foreign  exchange market was  such  that  by  2007,  a 


‘majority of foreign exchange transactions in the interdealer market currently involve at least one algorithmic 


counterparty’. Despite  this  preponderance  of  algorithmic  trading,  however,  the  authors  found  ‘no  evident 


causal  link between algorithmic  trading and  increased exchange  rate  volatility.  If anything,  the presence of 


algorithmic  trading  is  associated  with  lower  volatility.’ Moreover,  in  the  context  of market  integrity  and 


                                                            
3
 Rise of  the Machines: Algorithmic Trading  in  the Foreign Exchange Market, Alain Chaboud, Benjamin Chiquoine, Erik Hjalmarsson and 
Clara Vega, International Finance Discussion Paper 980, Board of Governors of the Federal Reserve System (October 2009). See Appendix 
A for Abstract. 







exogenous events, the authors studied ‘the relative provision of market liquidity by computers and humans at 


the times of the most  influential U.S. macroeconomic data release, the nonfarm payroll number’. They  ‘find 


that, as a share of total market‐making activity, computers tend to pull back slightly at the precise time of the 


release but then increase their presence in the following hour. This result suggests that computers do provide 


liquidity during periods of market stress.’ 


‐ Manual Trading in Markets with Significant Algorithmic and/or High‐Frequency Trading  


Despite  a  weight  of  further  academic  evidence  outlining  similar  effect  of  algorithmic  and  high‐frequency 


trading across a range of assets, notably  in equities, regulatory concern about manual traders’ perception of 


being disadvantaged vis‐à‐vis automated traders is growing. Both EBS and BrokerTec have been aware of this 


issue  since  the  advent  of  automated  trading  on  their  platforms  in  2003‐4  and  have  invested  significant 


financial and technical resources in order to ensure a diversity of both automated and manual participation on 


the platform.  In addition to a uniform set of dealing rules and counterparty support  (post‐trade) obligations 


which  apply  to  all markets participants  in order  to ensure  that no one  trading methodology  is  favoured, a 


number of controls are built  into EBS  to ensure an orderly and efficient market that  is counterparty neutral 


(notwithstanding  individual  institutions  self‐imposed  credit  limits). To  this end, EBS also operates a  ‘no  last 


look’ policy, will not allow market participants to pay to move up the trading order. Overall, the primary intent 


of these rules and controls is to ensure efficient and impartial access to pricing and execution opportunities for 


all market participants. 


Obviously,  one  of  the major  challenges  for manual  traders  sharing markets with  automated  traders  is  the 


sheer  speed  of  trading,  so  having  researched  the  appropriate  academic  literature  on  humans’  ability  to 


observe, assimilate and react to information, EBS instituted a ‘minimum quote lifespan’ (MQL) of 250ms in five 


major currency pairs (and  longer time periods  in precious metals)  in order to provide a  level‐playing field for 


manual  traders.  BrokerTec  also  operates  a  comparable  ‘hold‐in  timer’  that  requires  orders  to  remain 


accessible  to other market users  for a minimum  time. Equally, EBS also does not offer  ‘flash‐trading’ on  its 


system, again to ensure that manual traders are able to remain competitive. Moreover, in addition to controls, 


EBS has also introduced a number of trading functionalities for manual traders that facilitate the automation 


of  their  own  trading  activities.  Ensuring  that manual  traders  remain willing  to  use  EBS  to  transact  foreign 


exchange is critical to the quality of liquidity on the platform, so EBS also seeks constant customer feedback on 


the introduction of new features and functionalities.   


‐ Automated Trading and the post‐trade Environment 


ICAP has long been a proponent of clearing, and the vast majority of the $1.6 trillion of OTC trades brokered by 


the Group each day are  sent onward  for  clearing  (both voice‐brokered and electronically executed  trades). 


While  regulatory  fears exist  about  the  ability of  certain post‐trade market  infrastructures  to  cope with  the 


volume  and  rapidity  of  activity  in  their markets  that  has  resulted  from  a  growth  in  algorithmic  trading,  a 


diverse  range  of  steps  have  been  taken  by  OTC market  participants  to  develop  innovative  risk‐mitigation 


solutions specific to each market in which algorithmic trading occurs. 


For example, in the spot foreign‐exchange market, the new Harmony Creditlink service ‐ developed by Traiana, 


an ICAP subsidiary focussed on automating post‐trade processing ‐ proactively alerts prime‐brokers to counter‐


party credit‐limit breaches  in their clients’ aggregate FX portfolios, and allows them to modify credit  lines or 


terminate  trading activity  in  real‐time, significantly  reducing  the counterparty credit‐risk  in  the market. This 


service is used by over 500 of the world’s leading financial market participants, and has significantly mitigated 


the second‐order risks that exist in complex trading environments.4 


                                                            
4
 See Appendix B: ‘Comment: Making FX safer from market disruption’, Financial Times (27 July, 2011)  







In  2009,  and with  the  approval  for  the New  York  Federal Reserve,  ICAP partnered with CLS,  the  global  FX 


settlement  bank,  to  provide  trade  aggregation  services  to  participants  in  the  FX market.  Responding  to  a 


growth  in  trading  volumes  driven  by  increasing  algorithmic  trading,  the  joint‐venture  compresses  smaller 


trades into larger, individual tickets before passing them to CLS for settlement. Crucially, the service is able to 


achieve  a  compression  ratio  of  over  90%, which  has  dramatically  reduced  participating  banks'  processing 


burdens and capacity constraints and  thereby  reduced post‐trade processing  risks and  costs. By monitoring 


trade  flows  in  real  time,  the  system  also  mitigates  operational  risk,  further  strengthening  market 


infrastructure.  


Q13) Should market operators be required to provide testing environments to enable participants in stress 


test their algorithms? If so, what kind of minimum requirements are reasonable? 


ICAP would not presume to propose industry‐wide requirements for pre‐market algorithmic testing, especially 


given  that  the  focus  of  this  consultation  is  predominantly  on  the  equity markets. However,  ICAP  has  long 


required market participants seeking to engage  in algorithmic trading on  its platforms to undergo a rigorous 


pre‐approval testing process. EBS operates EBS Lab, a simulated test environment in which market participants 


can build and test their algorithms and trading strategies. Each algorithm  is subsequently required to pass a 


series of conformance and certification tests before  it  is allowed to operate  in the  live trading environment. 


These tests span the following areas: 


‐ Market data consumption and correct interpretation of the order book 


‐ Order routing and deal completion 


‐ Adherence to throughput parameters and order throttling controls 


‐ Adherence to other parameters that promote orderly trading  


‐ Experience of automated ‘logoff’ procedures that would be triggered in the event of any violation of 


parameters, policies or other system controls 


As part of its Data Mine services, EBS also makes its tick data from FX transactions that have occurred on that 


platform since 1997 (and metals trading since 2000) available to algorithmic traders. This data  is available  in 


considerable  granularity,  comprising  EBS  ‘best  prices’  (which  includes  best  bid  and  best  offer)  and  dealt 


prices5, which allows automated traders to more robustly back‐test their algorithms during the development 


phase using real data. 


BrokerTec  also  requires  financial markets  participants wishing  to  trade  algorithmically  in  its US  Treasuries 


market to both pre‐test their algorithms  in  lab conditions  isolated  from the  live market, and then to submit 


them to BrokerTec’s market support desk for further testing before they are certified for use. 


 


 


 


 


 


 


                                                            
5
 The Best Bid is the highest bid price in the EBS market at the time regardless of credit; the Best Offer is the lowest offer price in the EBS 
market at the time, regardless of credit. The dealt prices are the highest buying deal price (the highest paid) and the  lowest selling deal 
price (the  lowest given) at the time. EBS Data Mine  is created on a time‐slice basis and  includes a Price Record and a Deal Record. The 
Price Record lists the EBS Best prices at the end of a time‐slice, and the Deal Record lists the highest paid and the lowest given deal prices 
during the period of a time‐slice. 
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Abstract 
 
We  study  the  impact  that  algorithmic  trading,  computers  directly  interfacing  at  high  frequency  with 
trading platforms, has had on price discovery and volatility in the foreign exchange market. Our dataset 
represents  a  majority  of  global  interdealer  trading  in  three  major  currency  pairs  in  2006  and  2007. 
Importantly, it contains precise observations of the size and the direction of the computer‐generated and 
human‐generated trades each minute. The empirical analysis provides several  important  insights. First, 
we find evidence that algorithmic trades tend to be correlated, suggesting that the algorithmic strategies 
used  in  the market  are  not  as  diverse  as  those  used  by  non‐algorithmic  traders.  Second, we  find  that, 
despite  the apparent  correlation of  algorithmic  trades,  there  is no evident  causal  relationship between 
algorithmic trading and increased exchange rate volatility. If anything, the presence of more algorithmic 
trading  is  associated with  lower  volatility.  Third, we  show  that  even  though  some  algorithmic  traders 
appear to restrict their activity in the minute following macroeconomic data releases, algorithmic traders 
increase  their  provision  of  liquidity  over  the  hour  following  each  release.  Fourth,  we  find  that  non‐ 
algorithmic  order  flow  accounts  for  a  larger  share  of  the  variance  in  exchange  rate  returns  than  does 
algorithmic order flow. Fifth, we find evidence that supports the recent literature that proposes to depart 
from the prevalent assumption that liquidity providers in limit order books are passive. 
 
JEL Classification: F3, G12, G14, G15. 
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Comment: Making FX safer from market disruption 


By Gil Mandelzis 


Scanning the headlines in the foreign exchange (FX) industry press, you will notice a distinct lack of hyperbole in 


the coverage of high-frequency trading when compared with other asset classes.  


In its place are stories covering the rapid rise in volumes from algorithmic, or algo, trading by traditional firms and 


high-frequency trading shops. The reason is not an industry in denial. It is rooted in the different path that the FX 


industry has taken to build a market that protects itself, and importantly its traders, from algo trading scenarios 


seen in the equity markets. 


At its core, the FX market is built in a way that reduces the risk of these types of market dislocations because of 


its roots as a global over-the-counter traded asset with greater daily turnover than any other asset class. There 


are numerous, diverse venues on which to trade FX. This diversity brings with it a depth and resiliency which 


simply is not present for a given exchange-traded security, which typically has a small fraction of the active 


volume of a major currency pair, and trades on fragmented venues, which are correlated far more rigidly from a 


pricing standpoint. Furthermore, the FX industry has a history of “grass roots initiatives” to address the needs of 


market participants and regulators. The settlement bank CLS was created by the industry to address so-called 


Herstatt risk, and a decade later the CLSAS (Aggregation Service) was a further example of the industry 


identifying a need in the market and acting on it to stay ahead of innovations in trading methods and technology.  


Last month, Traiana, Citi, Deutsche Bank, JPMorgan and Morgan Stanley, along with all the main FX trading 


platforms, announced an industry initiative further to reduce risk in algorithmic and high-frequency trading of 


foreign exchange. It is the latest in a long string of investments the industry has made to protect traditional and 


electronic FX traders, while embracing the growth in algorithmic trading that has brought significantly greater 


liquidity to FX markets. The result has been substantially greater trading opportunities and tighter spreads, all 


achieved without the market dislocations and drama that have roiled other asset classes. 


This latest industry effort, launched with the support of such FX trading platforms as BloombergTradebook, 


Currenex, EBS, FXCM, Hotspot FX and Thomson Reuters deploys a comprehensive system to monitor 


algorithmic trading activity in real-time across every leading FX venue, giving prime brokers and their clients the 


ability to halt or limit trading activity via a “kill switch” if one of the “machines” begins to malfunction or a client 


breaches risk limits. With a “pattern-recognition” algorithm technology, it even looks for evidence that things are 


beginning to go wrong, before those limits get breached or losses start racking up.  


While risk controls at the trading platform level provided a layer of protection against these dangers on a single 


platform, no solution in the market allowed a prime broker or client to look across all trading venues in real time, 


or allowed a prime broker or client to turn off trading activity quickly across all venues if something was going 


wrong.  The primary benefit of this solution will be to ensure that counterparty technology failures or risks do not 


give rise to undesired market risk for FX trading firms – but the additional benefit will be another layer of 


insulation in FX markets.  


Gil Mandelzis is chief executive of Traiana, a post-trade company owned by Icap, an interdealer broker 
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Subject: IBFed’s reflections on high frequency trading 


 


Dear Ms Bergsträsser, 


 


The International Banking Federation („IBFed‟) is the representative body for national and 


international banking federations from leading financial nations around the world. Its 


membership includes the American Bankers Association, the Australian Bankers‟ 


Association, the Canadian Bankers Association, the European Banking Federation, the 


Japanese Bankers‟ Association, the China Banking Association, the Indian Banks‟ 


Association, the Korean Federation of Banks, the Association of Russian Banks and the 


Banking Association South Africa. This worldwide reach enables the Federation to function 


as the key international forum for considering legislative, regulatory and other issues of 


interest to the banking industry and to our customers.  


 


Against the background of the ongoing debate over the possible regulatory response on how 


to regulate high frequency trading (HFT), the IBFed would like to share with you the 


following reflections
1
. 


 


Background and definitional issues 


 


1. IBFed members share the view that the historical emergence of HFT and HFT firms is 


a reaction to market and regulatory developments. The implementation by exchanges 


of computerised communications permitting electronic dissemination of financial 


information - notably prices - coupled with the creation and growth of all-electronic 


alternative trading systems, allowed investment firms using automated computer 


                                                 
1 This IBFed letter was drafted not having seen the recently published IOSCO consultation report entitled “Regulatory issues 


raised by the impact of technological changes on market integrity and efficiency”. Whilst a fair amount of the issues raised 


by IOSCO are addressed in this letter, the latter should not be considered a proper response to the IOSCO consultation. 



mailto:Susanne.Bergsträsser@bafin.de

mailto:Thomas.Eufinger@bafin.de

mailto:w.bijkerk@iosco.org

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD354.pdf

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD354.pdf
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programmes to execute orders in a way that has led to increasing competition (i.e. lower 


trading costs) and execution quality (i.e. narrower spreads). HFT is, therefore, one of the 


outcomes of the ongoing evolution in trading technology.  


 


2. IBFed members believe that markets, the regulatory community and academia are 


arriving at operational definitions as to what HFT is (and, conversely, what HFT is not). 


Fundamentally, HFT can be defined as a form of automated trading implying speed. 


As a result, it is the view of IBFed members that: 


 


 HFT is not a trading strategy. Trading strategies are a predefined set of rules for 


making trading decisions. Rather, HFT is a method to implement a predetermined 


trading strategy. As an execution method, the use of HFT makes sense as an 


instrument for market making and arbitrage (e.g. passive rebate, event, statistical) 


strategies.  


 


 HFT is a subset of algorithmic trading. Algorithms typically determine the timing, 


price, quantity, and routing of orders. In HFT execution, large number of orders - 


usually fairly small in size - are sent into the market at high speed, enabling round trip 


execution times measured in micro-seconds.  


 


 Despite the relatively high investments that have been required to develop and be able 


to offer HFT services, firms today can, in principle, furnish themselves with the 


developed trading technology that would allow them to provide this service. In other 


words, access to HFT seems to be non-discriminatory. 


 


Order of magnitude 


 


3. IBFed gives heed to available research pointing out that HFT represents a significant 


part of trading volumes, not only in the US and the EU but also in Asia
2
. The high 


proportion of HFT is most likely due to its profitability and relative success, despite the 


ongoing economic recession. 


 


Regulatory concerns 


 


4. From a regulatory perspective, the IBFed considers that attention on HFT should be 


focused on (i) how it impacts liquidity and/or price formation in the market; (ii) 


whether it affects the market‟s broader integrity and stability, including during periods 


of high market volatility; and (iii) whether it may unfairly disadvantage some market 


participants. 


 


5. With regard to liquidity, most participants believe that HFT firms add liquidity to the 


market that would otherwise not be available and that, as a consequence, they help 


narrow bid-offer spreads, thus making trading and investing cheaper for other market 


participants. 


 


                                                 
2 The Bank of England estimates that HFT accounts for around 70% of all equity trading volume in the US, 40% in Europe 


and 5-10% in Asia. 


http://www.bankofengland.co.uk/publications/speeches/2010/speech445.pdf 



http://www.bankofengland.co.uk/publications/speeches/2010/speech445.pdf
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6. On price discovery, the Federation would like to mention that research
3
 has found that 


HFT firms add substantially to price formation as they quickly detect anomalies in market 


prices and execute against them. In Europe, for example, HFT may help mitigate the 


liquidity fragmentation brought about by MiFID. 


 


7. On possible risks to the integrity and stability of the market, the IBFed believes that: 


 


 No evidence has currently been provided suggesting that HFT per se has an impact in 


the triggering of a market volatility episode or that high frequency traders push stock 


prices around. If a stock price were truly "overreacting" to a large buy order (i.e. 


creating volatility) or was otherwise needlessly pushed around by high frequency 


traders, it seems that other traders (high frequency or others) would detect this 


"overreaction" in the stock price and have a market incentive to push the price quickly 


back down to fair value.  


 


 Regulators should not backtrack on existing technology. The potential imposition of 


any requirements for orders to remain on the order books for a minimum period of 


time (i.e. requirements on order persistence) should, in any case, be preceded by a 


thorough cost and benefit analysis. 


 


 Specific activities of HF traders such as the order execution ratio should be, however, 


subject to thorough investigation to ensure that no market-abusive strategies be 


undertaken through the use of technology. Furthermore, a concern exists in some 


parts that certain market participants pursuing directional strategies are using HFT 


with a view to being able to influence the curve of the market. If it appears that 


certain strategies are not legitimate, involve market abuse, or pose a risk to the 


system, regulatory and/or supervisory corrective action should be taken after thorough 


study of the facts and the likely impact of proposed actions. 


 


 More work is necessary to mitigate the potential impact that HFT firms may pose on 


market stability with regard to venues‟ bandwidth consumption and/or their systems‟ 


capacity. Ensuring an optimal execution system is, however, the responsibility of 


trading venues, being in the latter‟s interest to establish trading rules and systems that 


contribute to efficient and robust markets. 


 


8. On the potential of HFT (alone, or in association with the provision of other services) to 


disadvantage some market participants unfairly, the IBFed notes that the successful 


implementation of a form of automated trading that implies speed relies not only on IT 


investment and adequate algorithm design but also on access to co-location (i.e. 


installation of trading engines directly adjacent to the markets‟ own infrastructure) or 


access to exchange trade data feeds. The IBFed calls upon regulators to ensure that access 


to co-location and/or trade data feeds is appropriately open to all interested traders. 


 


 


 


 


                                                 
3
 “High frequency trading and its impact on market quality” Brogaard (2010). 


http://www.futuresindustry.org/ptg/downloads/HFT_Trading.pdf 


 



http://www.futuresindustry.org/ptg/downloads/HFT_Trading.pdf
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HFT firms as market-makers 


 


9. Given the amount of liquidity HFT firms are able to deploy in the market, some argue 


that these firms play a similar role today to that played by market-makers in the past and 


that they should, therefore, be subject to regulation requiring them to provide liquidity on 


an ongoing basis. It has been argued that the lack of market-maker requirements creates a 


liquidity vacuum when markets are stressed. In the view of the IBFed, a move to treat 


HFT firms as market-makers should take into account the following considerations: 


 


 The emergence of HFT has modified the traditional business model of market-


makers. Exchanges historically relied on market-makers to provide bids and offers 


for investors to trade against. Profit was based on the spread. However, in exchange 


for meeting stricter obligations, market-makers were generally given advantages over 


other market participants (e.g. preferential access to the markets, lower fees and 


informational advantages). Such advantages act like subsidies and come at a 


substantial cost for investors as they degrade competition and raise barriers to entry 


for new participants. 


 


 The potential imposition of market-making obligations on HF traders (e.g. an 


obligation to post orders for a specified number of shares at certain prices (so as) to 


improve liquidity) may not prove effective in the face of overwhelming market 


moves. Furthermore, the IBFed considers that forcing HF traders to become market-


makers may have a detrimental impact on the level of liquidity in the market as the 


benefits of the liquidity they currently provide voluntarily might disappear.  


 


 Regulatory repair to make equity trading more resilient could prove more 


effective if focused on alternative, well-designed safeguards: (i) proper risk 


controls and arrangements to mitigate the risk of errors generated by automated 


trading leading to disorderly trading; (ii) better and clearer rules for cancelling errant 


trades; and (iii) an adequate regulatory treatment of stub quotes. 


 


 Furthermore, rather than establishing rigid requirements that could potentially drive 


HF traders off the markets, trading venues could use incentives (e.g. rebates) for 


liquidity provision in times of high volatility thereby stabilising the price formation 


process.  


 


HFT firms authorisation and supervision 


 


10. Industry would consider a carefully designed supervisory programme that does not 


inhibit the ability of HFT firms to serve their customers, always keeping in mind the 


need to demonstrate that the proposed regulatory structure is an improvement over market 


discipline. Any authorisation would be conditional on the fulfilment of some 


organisational requisites, and upon the introduction of risk management obligations and 


proportionate capital requirements, that should be agreed and implemented on a globally 


coordinated basis. 


 


Conclusion 


 


11. The Federation supports the recommendation that issues around automated and high 


frequency trading be given careful consideration. The Federation notes that no conclusive 







 5 


evidence has currently been provided that demonstrates HFT is detrimental to the 


market. Rather, there is recognition that HFT could benefit the market by increasing 


liquidity, reducing bid-ask spreads, and enabling market participants to obtain best 


execution.  


 


12. In this light, any rules to regulate the provision of HFT or HFT firms themselves 


should be flexible and dynamic, in order to adapt to changing market conditions 


quickly. This, with the overriding objective of preventing market abuse, and ensuring the 


stability and integrity of financial markets, while avoiding the hindering of technological 


progress or unduly restricting competition.  


 


We would like to thank you for the consideration of these reflections and are looking forward 


to learning about IOSCO‟s next steps with regard to High Frequency Trading issues. 


 


Yours sincerely, 


 


 


 


 


 


Sally Scutt 


Managing Director 


IBFed 


 


Pierre de Lauzun 


Chairman 


IBFed Financial Markets Working Group 
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Annex 6 


Public Comments Received by the Technical Committee on the 


CR02/11 – Regulatory Issues Raised by the Impact of Technological 


Changes on Market Integrity and Efficiency 


 


List of Respondents 


 


ABN AMRO Clearing Bank 


AIMA (Alternative Investment Management Association) 


AFME (Association for Financial Markets in Europe) 


AFG (Association Française de la Gestion Financières) 


AFAMI (Association Française des Marchés Financieres) 


BlackRock 


BT Pension Scheme Management 


BDB (Bundesverband Deutscher Banken) 


BVI (Bundesverband Investment und Asset Management) 


CM CRC (Capital Markets Cooperative Research Centre) 


CFA Institute 


CME Group 


Chris Barnard 


CFTC (Commodity Futures Trading Commission) 


Crédit Agricole Cheuvreux 


Crispin Yuen 


Deutsche Bank 


Deutsche Börse Group 


EBF (European Banking Federation) 


EFAMA (European Fund and Asset Management Association) 


FESE (Federation of European Securities Exchanges) 


FIA (Futures Industry Association Principal Traders Group) 


FINRA 


FIX Protocol 


FOA (Futures and Options Association) 


FTEN 


GETCO 


ICAP 


IATP (Institute for Agriculture and Trade Policy) 


ICSA (International Council of Securities Associations) 


ICI (Investment Company Institute) 


IMA (Investment Management Association) 


ITG (Investment Technology Group) 


Japan Securities Dealers Association 


Knight Capital Group 


London Stock Exchange Group 


Managed Funds Association 


NASDAQ OMX 


Newedge 
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Nomura 


NYSE Euronext 


Optiver 


R T Leuchtkafer 


SECP (Securities and Exchange Commission of Pakistan) 


SIFMA (Securities Industry and Financial Markets Association) 


Société Générale 


TABB Group 


Tokyo Stock Exchange Group 


Total Oil Trading SA 


Trading Technologies International 


UBS 


WMBA (Wholesale Markets Brokers’ Association) 


WEED (World Economy, Ecology and Development) 


WFE (World Federation of Exchanges 








 


 
 
      August 12, 2011 
 
 
 
Mr. Werner Bijkerk 
International Organization of Securities Commissions 
Calle Oquendo 12 
28006 Madrid 
Spain 
 


Re:  Public Comment on Consultation Report: Regulatory Issues Raised by the Impact of 
Technological Changes on Market Integrity and Efficiency  


 
Dear Mr. Bijkerk: 
  


The Investment Company Institute (“ICI”) strongly supports the International Organization 
of Securities Commissions’ (“IOSCO”) review of issues raised by the impact of technological changes 
on market integrity and efficiency.1  The Consultation raises a number of issues of importance to ICI 
members. 


 
ICI is the national association of U.S. investment companies, including mutual funds, closed-


end funds, exchange-traded funds (“ETFs”), and unit investment trusts (“UITs”).2  The structure of the 
global securities markets has a significant impact on ICI members, who are investors of over $13 trillion 
of assets.  We are institutional investors, but invest on behalf of over 90 million individual 
shareholders.3  According to ICI data, as of March 2011, U.S. based long-term mutual funds held $2.4 
trillion in non-U.S. securities, accounting for almost 25 percent of the assets of these funds.  U.S. 
registered investment companies and their shareholders therefore have a strong interest in ensuring that 
the global financial markets are highly competitive, transparent and efficient, and that the regulatory 
                                                           
1Regulatory Issues Raised by the Impact of Technological Changes on Market Integrity and Efficiency, Technical Committee of 
the International Organization of Securities Commissions (July 2011).  The consultation report (“Consultation”) can be 
found on IOSCO’s website at http://www.iosco.org/library/pubdocs/pdf/IOSCOPD354.pdf.   


 
2 ICI seeks to encourage adherence to high ethical standards, promote public understanding, and otherwise advance the 
interests of funds, their shareholders, directors, and advisers. 


 
3 For more information on the U.S. registered investment company industry, see 2011 Investment Company Institute Fact 
Book at www.icifactbook.org.  
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structure that governs the financial markets encourages, rather than impedes, liquidity, transparency, 
and price discovery.4  Consistent with these goals, we have strongly supported efforts to address issues 
that may impact the fair and orderly operation of the global financial markets and investor confidence 
in those markets and have long advocated for appropriate regulatory changes.5   


 
The issues surrounding the trading of securities by funds and other institutional investors, 


including those raised by technological changes in the markets, are clearly no longer purely a domestic 
matter.  Many U.S. funds execute trading strategies through intricately linked global trading desks and 
must be concerned about the regulation and structure of financial markets in all jurisdictions in which 
they trade, not just the United States.   


 
In addition, jurisdictions around the world are facing a number of common issues.  We 


therefore urge regulators around the globe to work together to create consistent and sensible regulations 
that work harmoniously across borders.  Our increasingly global markets demand such cooperation 
among regulators to avoid negative consequences of incongruent regulatory requirements and to 
encourage regulatory efficiencies as funds increasingly pursue opportunities in a wide range of markets 
in the interest of their shareholders. 


 
While our response to the Consultation reflects the current views of ICI members on the issues 


discussed, it is clear that the debate will be lengthy and that the current consultation process is only the 
beginning of deliberations on the topics raised by technological advancements in the markets.  ICI 
therefore offers its assistance to IOSCO as it continues to examine the issues raised by the Consultation 
and their impact on the financial markets.  


 
At this time, we are not providing detailed comments on each question posed by the 


Consultation.  Given the breadth of the issues raised, we are limiting our comments to the most 
significant issues affecting funds.  Some of the issues raised by the Consultation have already been dealt 
with, and consulted on, in previous IOSCO consultations.  ICI provided comments on several of the 
consultations, including those relating to dark liquidity and direct electronic access.6 


                                                           
4 The issues discussed in the Consultation impact all U.S. registered investment companies, including mutual funds, closed-
end funds, and ETFs.  For purposes of this letter, we refer to U.S. registered investment companies as “funds.” 


 
5 See, e.g., Letter from Karrie McMillan, General Counsel, Investment Company Institute, to Directorate General, European 
Commission, dated February 2, 2011; available at http://www.ici.org/pdf/24946.pdf (European Commission Review of 
MiFID).  For a comprehensive list of, and links to, ICI’s key comment letters and statements on trading and market 
structure issues, see Appendix A. 


 
6 See Letter from Karrie McMillan, General Counsel, Investment Company Institute, to Werner Bijkerk, Senior Policy 
Advisor, IOSCO, dated February 11, 2011; available at http://www.ici.org/pdf/24968.pdf (IOSCO Dark Liquidity 
Consultation) and Letter from Ari Burstein, Senior Counsel, Investment Company Institute, to Greg Tanzer, Secretary 
General, IOSCO, dated May 20, 2009; available at http://www.ici.org/pdf/23474.pdf (IOSCO Direct Electronic Access 
Consultation). 
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Our comments and recommendations on the issues raised in the Consultation follow below.7 
 


I. Summary of Comments and Recommendations 
 


Impact of Technological Developments on Fund Trading  
 


• We believe technological developments have had a significant impact on the manner in 
which funds trade; funds must take into account the impact of: the increase in volume of 
trading attributed to high frequency traders and the significant amount of automated 
trading in general; fragmentation in the markets and the number and types of alternative 
trading venues available; and new tools available to funds when trading.   


 
• We believe technological developments have contributed to driving more fund orders away 


from the lit markets and towards the use of dark liquidity; we strongly support efforts to 
provide incentives to use transparent orders but believe it is imperative that dark liquidity 
remains available to funds.  


 
Registration/Authorization of Proprietary Trading Firms 
 


• We believe requiring all proprietary trading firms that are not currently subject to 
registration/authorization by a regulator to obtain such registration/authorization could 
prove beneficial, at least for those firms over a specified minimum quantitative threshold. 


 
Pre- and Post-Trade Risk Controls 
 


• We believe the establishment of robust pre- and post-trade risk controls is critical given the 
prevalence of high frequency trading and algorithmic trading, significantly the 
implementation of controls designed to manage the risks associated with market access.   


 
Trading Control Mechanisms  
 


• We strongly support efforts to implement appropriate trading control mechanisms 
through: the establishment of a limit up-limit down system; the implementation of better 
procedures for resolving clearly erroneous trades; the elimination of inconsistent practices 


                                                           
7 Our comments and recommendations are focused on the impact of technological changes on the equity markets.  ICI 
members, however, also are active participants in the derivatives and fixed-income markets and changes to the structure of 
those markets will have an impact on the manner in which funds execute trades and interact with other market participants.  
ICI therefore strongly supports a robust examination of the current market structure and the impact of technological 
changes in the non-equity markets. 
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among trading venues to address major price movements in stocks; and the examination of 
the linkages and interdependency of the equity, options and futures markets.  


 
Mandatory Minimum Criteria for Market Makers 
 


• We recommend that regulators examine whether more stringent obligations are necessary 
for traditional market makers in times of market stress, particularly given the critical role of 
liquidity, and liquidity providers, in the markets. 


 
Regulators’ Surveillance Capabilities  


 
• We strongly support regulators having access to accurate, timely and detailed information 


about market participants and trades that are executed to examine changes to the structure 
of the financial markets and to identify emerging issues in a timely fashion. 


• We believe regulators should examine transaction reporting regimes similar to the 
consolidated audit trail and large trader reporting initiatives in the United States to 
facilitate monitoring of trends in trading and trading behavior.  


   
Settlement Failures 
 


• We believe a robust settlement system is critical to the effective functioning of the financial 
markets and support efforts to address settlement failures. 


 
Conflicts of Interest  
 


• We believe the incentives that currently exist for market participants to route orders to 
particular venues (e.g., liquidity rebates), and any related conflicts of interest that may arise 
due to these incentives, need to be examined; at the very least, there should be more 
transparency surrounding conflicts of interest.  


 
Rules on Market Abuse and Disorderly Trading 
 


• We strongly support an examination by regulators whether any new regulations are 
necessary to address certain trading strategies that should be considered as improper or 
manipulative and urge regulators to address issues relating to abusive or disruptive trading 
on an expedited basis.  


• We recommend that regulators clarify the nature of any conduct that will be prohibited as 
new rules that may be necessary to address market abuse and disorderly trading are 
examined.  


 







Mr. Werner Bijkerk  
August 12, 2011  
Page 5 of 19 
 
 


 


High Frequency Trading Strategies 
 
• We believe some trading practices utilized by high frequency trading firms (and other 


automated trading firms) may pose problems for long-term investors; we support action by 
regulators to clearly define practices that may constitute market abuse to ensure adequate 
regulatory consequences for these practices.   


 
Charges or Fees on Cancellations  


 
• We recommend that regulators act to address the increasing number of order cancellations 


in the financial markets; at the very least, regulators should examine whether a fee should be 
imposed on cancelled orders (e.g., based on a market participant’s ratio of orders to 
executed transactions, when that ratio exceeds a specified threshold).  


• We are concerned about suggestions for a minimum “time in force” for orders; we 
recommend that regulators further study the impact of a minimum time in force 
requirement prior to putting forth a proposal for such a requirement. 


 
Co-Location Services  
 


• We believe the terms of co-location services must not be unfairly discriminatory and should 
be subject to standards that ensure that fees are equitably allocated and reasonable.  


 
Stress Testing Algorithms  


 
• We support subjecting algorithms to appropriate rules and controls, such as requirements 


for policies and procedures aimed at preventing algorithms from operating in an 
unintended manner; at the same time, regulators must be careful not to impede funds’ use 
of new and innovative trading tools. 


 
Need for Increased Information Regarding Order Routing and Execution Practices 
 


• We recommend that regulators examine the sufficiency of information provided by brokers 
and other trading venues to investors about trade execution, including whether brokers are 
providing adequate and accurate information about how orders are handled and routed. 


 
II. General Comments 


 
We are pleased that IOSCO has determined to take a comprehensive look at technological 


changes in the markets and their impact on long-term investors such as funds.  We are hopeful that this 
comment process will be the start of a thoughtful and measured approach to the reform of the structure 
of the global financial markets to ensure that there are no unintended consequences to investors. 
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As we discuss the topics raised by the Consultation, it is important to note that ICI believes 


that investors, both retail and institutional, are better off than they were just a few years ago and that 
overall, the markets are operating efficiently.  Most significantly, trading costs have been reduced, more 
trading tools are available to investors with which to execute trades, and technology arguably has 
increased the overall efficiency of trading.   


 
Nevertheless, as discussed in further detail below, funds remain concerned about declines in 


posted liquidity and average execution size and the increased difficulty of trading large blocks of stock, 
as well as other challenges created by recent technological developments.  ICI urges regulators to take a 
measured approach in any responses they feel appropriate and necessary to address the impact of 
technological developments on market efficiency and integrity.  If regulations are too restrictive, they 
may unintentionally limit the use of evolving market practices and technological developments and 
thus impede funds’ use of new and innovative trading tools and trading venues.   


 
In addition, if regulations are too onerous or costly for some market participants, those 


participants may decide not to offer certain products or services to investors.  Similarly, the cost of 
trading may increase as market participants shift the burden of compliance with new requirements to 
investors.  We therefore urge regulators to carefully balance these potential costs with the benefits any 
new regulations would provide to investors.  Finally, it will be important for regulators to consider the 
varying business models and trading mechanisms that exist when examining new regulations.   


 
III. Consultation Questions 


 
Q1: What impact have the technological developments in the markets in recent years had on your 
own trading?  Has it encouraged, discouraged or had no impact on your willingness to participate 
on the lit markets, and how does this differ between asset classes and/or instruments?  
 


The global equity market structure has undergone significant changes over the past several 
years.  Clearly, a primary driver and enabler of these changes has been the continual evolution of 
technologies for generating, routing and executing orders and related improvements to the speed, 
capacity and sophistication of the trading functions available to investors.  Funds rely heavily on 
technology for the efficient execution of their trades. 
 
 Technological developments have had a significant impact on the manner in which funds trade.  
When determining the most efficient approach to executing a trade, funds must take into account: (1) 
the impact of the increase in volume of trading attributed to certain market participants such as high 
frequency traders and the significant amount of automated trading in general; (2) fragmentation in the 
markets and the number and types of alternative trading venues available; and (3) the new technology 
and tools available to funds when trading.  All of these developments together have undoubtedly 
discouraged funds and other institutional investors from participating in the lit markets.   
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 Impact of High Frequency Trading and Automated Trading 
 


While the Consultation discusses several issues relevant to the latest technological 
developments and their impact on market integrity and efficiency, it focuses on high frequency trading 
(“HFT”) as the key issue with respect to technology’s impact on the markets.   
 


We discuss the impact of several issues related to HFT in more detail throughout our 
comments below; in general, however, there is no consensus on the impact of HFT on the markets.  On 
the one hand, HFT arguably brings several benefits to the markets and to investors, including providing 
liquidity and tightening spreads.  At the same time, ICI members have expressed concerns about several 
practices that have become associated with high frequency trading.  These include, among other things, 
the creation of unnecessary market traffic and misleading market “noise” through certain high 
frequency trades, particularly the submission of numerous orders that are cancelled shortly after 
submission, and certain practices to detect the trading of large blocks of securities by funds and to trade 
with or ahead of those blocks. 


 
These practices have forced funds and other institutional investors to modify their own trading 


strategies.  Funds have become more diligent in choosing their counterparties and the venues to which 
they route their orders to protect the confidentiality of information regarding their trades.  As we have 
stated in several letters to the U.S. Securities and Exchange Commission (“SEC”),8 any premature or 
improper disclosure of this information can lead to frontrunning of a fund’s trades, adversely impacting 
the price of the stock that the fund is buying or selling.   


 
Development of Alternative Trading Venues 
 
While technological developments have resulted in improvements for investors, these changes 


also have shifted the dynamics of trading for funds.  Most significantly, posted liquidity and average 
execution size have been reduced while the difficulty of trading large blocks of stock has increased, 
driving more fund orders away from the lit markets towards the use of dark liquidity. 


 
As discussed in detail in our letter on IOSCO’s dark liquidity consultation, undisplayed 


liquidity provides an important mechanism for transactions to interact without displaying the full scale 
of a fund’s trading interest.  For ICI members that frequently execute large orders, dark liquidity, and 
the venues that provide such liquidity (i.e., dark pools), allow funds to avoid sharing trade information 


                                                           
8 See, e.g., Letters from Paul Schott Stevens, President, Investment Company Institute, to Christopher Cox, Chairman, 
Securities and Exchange Commission, dated September 14, 2005 (available at 
http://www.ici.org/pdf/comment_leakage_05.pdf); August 29, 2006 (available at 
http://www.ici.org/pdf/comment_leakage_06.pdf); and September 19, 2008 (available at 
http://www.ici.org/pdf/comment_leakage_08.pdf). 
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with market participants who would use that information to inappropriately profit to the detriment of 
funds and their shareholders.  In effect, dark pools are used by funds to address concerns resulting from 
technological developments.   


 
ICI recognizes that while the use of undisplayed liquidity brings certain benefits to funds, there 


are concerns about its impact on the price discovery process, the potential for fragmentation of 
information and liquidity searches, and implications for market integrity due to possible differences in 
access to markets and information.  Ideally, funds would like as many orders as possible to be executed 
in the lit markets.  We therefore strongly support efforts to provide incentives for market participants 
to use transparent orders.  We have for many years recommended changes that would facilitate greater 
order interaction and, in turn, more efficient trading.  Nevertheless, ICI believes it is imperative that 
venues providing dark liquidity remain available to funds and that the regulations overseeing these 
venues facilitate their continued use.  We would be concerned if any regulatory reforms impeded funds 
as they trade securities in venues providing undisplayed liquidity. 


 
Increase in Automated Trading Tools 
 
One of the benefits of technological developments for funds and other institutional investors 


has been improvements in the sophistication of the trading functions available to investors.  As noted 
above, funds rely heavily on technology for the efficient execution of their trades.  The increased 
number and variety of trading tools available to funds has resulted in less dependence on “high touch” 
trading and has contributed to lower overall trading costs and higher overall efficiency of trading.  


 
Q2: What are your views on the suggestion that proprietary trading firms (including HFT firms) 
that are not currently subject to registration/authorization by a regulator should be required to 
obtain such a registration/authorization?  Are there specific regulatory requirements you believe 
such firms should face?  To what extent do your answers differ if the proprietary trading firm 
accesses the market as the customer of an intermediary firm through DEA (i.e., under that 
intermediary’s trading rules/codes) rather than as a direct member of the market itself?  
 


In the United States, the role of proprietary trading firms, including HFT firms, has taken on 
more significance since the “flash crash” on May 6, 2010, as the sudden absence of liquidity in the 
markets played a critical role in the severe decline in stock prices.  In recent years, many HFT firms have 
replaced more traditional types of liquidity providers in the equity markets.  While these firms may 
provide liquidity to the markets, they are under no obligation to do so and may choose to provide 
liquidity and capture spreads, or not, when it is in their interest.  HFT firms can therefore act as de 
facto market makers at times of their choosing without being subject to any quoting obligations.   


 
ICI believes that requiring all proprietary trading firms that are not currently subject to 


registration/authorization by a regulator to obtain such registration/authorization could prove 
beneficial.  Subjecting these firms, or at least those over a specified minimum quantitative threshold, to 
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further regulation in this manner, would ensure that they are subject to systems and risk management 
requirements and critical regulatory oversight, as well as provide regulators with better access to 
information about proprietary trading firms.   


 
With that said, as we noted in response to several suggestions in the United States for further 


obligations on proprietary trading firms and HFT firms following the flash crash, we are unsure 
whether requirements seeking to ensure that high frequency traders continue to provide liquidity in 
times of market stress in fact would keep them in markets in adverse market conditions.  We 
recommend that regulators gather additional data and examine the trading activity of proprietary 
trading firms and HFT firms and the liquidity they provide and then consider whether these firms 
should be subjected to regulatory requirements similar to those of other market participants.   


 
Q3: What recommendations, if any, would you propose to strengthen the regulatory 
requirements around pre- and post-trade risk controls?  In particular, what measures, if any, do 
you think regulators should introduce that relate specifically to the use of and risks posed by 
algorithmic trading and/or HFT?  
 
 ICI believes the establishment of robust pre- and post-trade risk controls is critical given the 
prevalence of algorithmic trading and high frequency trading.  Much of the focus in the United States 
around pre- and post-trade risk controls has been on the establishment of requirements relating to so-
called “sponsored access” and other types of market access arrangements.  As regulators have noted, risks 
related to automated trading can arise when an automated trader uses the facilities of another firm to 
access the market.  ICI strongly supported the adoption by the SEC of rules to require broker-dealers to 
implement risk management controls and supervisory procedures reasonably designed to manage the 
risks associated with market access.9  Similarly, we supported efforts by IOSCO in its consultation 
report on direct electronic access to provide a framework for crafting regulations on these 
arrangements.10  At the same time, we have urged regulators to ensure that the scope of any regulations 
in this area does not unnecessarily affect the various methods that funds use to trade securities through 
broker-dealers or lead to unintended consequences for funds and other institutional investors using 
market access arrangements, particularly regarding the confidentiality of trading information.11 


                                                           
9 See Letter from Ari Burstein, Senior Counsel, Investment Company Institute, to Elizabeth M. Murphy, Secretary, 
Securities and Exchange Commission, dated March 29, 2010; available at http://www.ici.org/pdf/24210.pdf.  Specifically, 
the controls and procedures adopted by the SEC will, among other things, prevent the entry of orders unless there has been 
compliance with regulatory requirements that must be satisfied on a pre-order entry basis. 


 
10 See ICI Letter on IOSCO DEA Consultation, supra note 6.  


 
11 To address these concerns in the United States, ICI recommended that, at the very least: (1) unless expressly authorized to 
the contrary by a customer, access to information regarding a market access customer’s orders and trades be limited to 
broker-dealer compliance personnel directly associated with overseeing market access controls and procedures; (2) that 
information required to be disclosed must be relevant to specific risk concerns created by market access; and (3) that the 
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As discussed below, ICI also supports the establishment of other pre- and post-trade risk 


controls that address concerns relating to algorithmic trading and HFT including trading control 
mechanisms such as circuit breakers and limit up-limit down systems, as well as some form of algorithm 
testing.   


 
Q4: To what extent do you believe the use of trading control mechanisms such as circuit breakers 
and limit-up/limit-down systems by trading venues should be mandated?  If you believe they 
should be mandated, should venue operators be permitted to design their own controls or should 
they be harmonized/coordinated across venues (including between interrelated instruments such 
as a derivative and its underlying)?  
 


The market events of May 6, 2010 highlighted the need to examine several areas surrounding 
trading control mechanisms.  These included the need for: (1) updated market-wide and stock-by-stock 
circuit breakers; (2) better procedures for resolving clearly erroneous trades; (3) an examination of the 
inconsistent practices of exchanges regarding addressing major price movements in stocks; and (4) 
better coordination across all types of markets.   


 
Circuit Breakers and Limit Up-Limit Down Systems 
 
The flash crash in the United States highlighted the need to implement circuit breakers or limit 


up-limit down systems to mitigate instances of sudden market volatility or the risk of errors generated 
by automated trading.  ICI strongly supported efforts to initially address market volatility through the 
establishment of single-stock circuit breakers.  While the single-stock circuit breaker pilot program in 
the United States was a significant step in addressing concerns about volatility, ICI has supported the 
further action by regulators to establish a limit up-limit down system that would replace the single-
stock circuit breaker pilot and provide a more flexible approach to addressing extreme price movements 
in stocks.  We believe similar trading control mechanisms can be useful in other jurisdictions. 


 
Clearly Erroneous Trades 
 
On May 6, 2010, many trades were cancelled according to the securities markets’ “clearly 


erroneous rules,” which provide the securities exchanges with the ability to cancel trades effected at 
prices that were sharply divergent from prevailing market prices.  The SEC has since approved rules to 
reform the process of breaking “clearly erroneous” trades.  The previous arbitrary process by which the 
threshold level for correcting trades was set clearly did not work effectively and did not operate in the 
best interests of investors.  We support the implementation of similar rules by other jurisdictions. 


 


                                                                                                                                                                                           
SEC make clear that broker-dealers who obtain information also have adequate confidentiality safeguards and controls in 
place to protect such information and that the information be used exclusively for regulatory purposes. 
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Inconsistent Trading Venue Practices 
 
The flash crash in the United States also made clear the need to address the inconsistent 


practices employed by individual exchanges to supplement existing circuit breakers.  On May 6, 2010, 
the inconsistent trading protocols at the exchanges contributed to the severe excess of sell orders over 
buy orders and the resulting decline in stock prices.  We strongly encourage trading venues to work 
together to eliminate inconsistencies in trading protocols and to harmonize, to the extent possible, 
policies and procedures in this area.  Consistency and reliability in the application of trading pauses is 
critical for investors. 


 
Better Coordination Among Trading Venues 
 
In addition to the specific issues regarding trading control mechanisms that need to be 


examined, ICI urges a more robust discussion and examination of the linkages and interdependency of 
the equity, options and futures markets.  The flash crash in the United States illustrated how the 
connection between price discovery for the broader stock market and activity in the futures markets can 
affect market events.  It will be critical for the development of effective regulation that the equity and 
non-equity markets work together as new regulations are developed and that there is harmonization 
and coordination across all types of venues.   
 
Q5: To what extent do you believe market maker schemes offered by trading venues should be 
subject to mandatory minimum criteria?  Should the criteria be determined by the trading venue 
alone?  To what extent do you agree with the suggestion that the use of stub quotes should be 
prohibited?  
 


While the role of liquidity providers and traditional market makers under the current market 
structure has garnered the attention of regulators and market participants in general, much of this focus 
has been on the increased presence of high frequency traders in the marketplace and their role in market 
making. 
 


As discussed above, ICI believes that subjecting proprietary trading firms, including HFT firms, 
which are acting as de facto market makers to registration/authorization, could prove beneficial.  Given 
the critical role of liquidity, and liquidity providers, in the markets, we also recommend that regulators 
examine whether more stringent obligations are necessary for traditional market makers in times of 
market stress.  


 
In the United States, the SEC has taken several steps to strengthen the minimum quoting 


standards for market makers and has effectively prohibited stub quotes in the U.S. equity markets.12  
                                                           
12 Market makers will be required to maintain continuous two-sided quotations in exchange-listed equities that are within a 
certain percentage band of the national best bid and offer during regular market hours. 
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ICI supported these efforts because executions against stub quotes represented a significant proportion 
of the trades that were executed at extreme prices and subsequently broken on May 6, 2010.  ICI 
supports other jurisdictions examining similar requirements as well as whether other potential 
obligations are necessary for market makers.   


 
Q6: Do you have suggestions for improvements to regulators’ surveillance capabilities with 
respect to the markets and modern trading techniques?  Please elaborate.  Who should bear the 
cost of investing in such capabilities and the cost of operating and supervising the markets in 
order to ensure fairness among market participants?  Please elaborate.  


 
ICI strongly supports regulators having adequate arrangements in place to examine the changes 


to the structure of the financial markets and to identify emerging issues in a timely fashion.  Most 
significantly, ICI believes that regulators should have access to accurate, timely and detailed 
information about market participants and the trades that are executed.   


 
To this end, we believe that a robust transaction reporting regime is necessary to enable 


regulators to monitor the activities of firms and ensure compliance with regulations and to monitor for 
market abuses.  In the United States, ICI has supported efforts to create a reporting regime for 
regulators with respect to the SEC’s proposal to develop, implement, and maintain a consolidated audit 
trail (“CAT”).13  The SEC also recently adopted a large trader reporting system that would enhance the 
SEC’s ability to identify the effects of certain large trader activity on the markets, reconstruct trading 
activity following periods of unusual market activity, and analyze market events and trading activity for 
regulatory purposes.  ICI strongly supports an examination by other regulators of similar transaction 
reporting regimes. 


 
The fragmentation of the financial markets and the submission of large numbers of orders and 


trades across multiple venues also create difficulties for regulators’ surveillance capabilities.  We believe 
it is critical that regulators’ market surveillance capabilities keep pace with HFT, in terms of both 
technological infrastructure and market knowledge.  Specifically, there is an immediate need for 
transparency about the incentives for order flow received by HFT firms and other potential conflicts of 
interest in their trading and routing practices.  It would be extremely helpful for regulators to have 
access to this information to better understand the impact of HFT on the markets and to ensure a 
robust surveillance scheme.  As discussed above, we believe there is currently a paucity of information 
about high frequency trading.   


 


                                                           
13 See Letter from Karrie McMillan, General Counsel, Investment Company Institute, to Elizabeth M. Murphy, Secretary, 
Securities and Exchange Commission, dated August 9, 2010; available at http://www.ici.org/pdf/24477.pdf. 
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Q7: What do you perceive as the major causes of settlement indiscipline and settlement failures? 
What steps, if any, do you believe regulators should take to address these causes?  


 
ICI believes that a robust settlement system is critical to the effective functioning of the 


financial markets.14  One of the issues examined in the United States related to settlement failures has 
been the issue of short selling.  ICI has supported several efforts by the SEC in this area.  Most 
significantly, the SEC took steps to inhibit abusive “naked” short selling through a requirement that 
securities be purchased or borrowed to close out any fail to deliver position.  We believe these actions 
have made great strides towards addressing abusive short selling, particularly in efforts to reduce fails to 
deliver. 
 
Q8: Have the appropriate steps been taken to limit or manage conflicts of interest that arise where 
an investment firm simultaneously conducts client-serving activities and proprietary trading or a 
trading participant is also a shareholder in a venue on which it trades?  If you believe conflicts 
management is inadequate, please explain how this manifests itself and any recommendation you 
have for how conflicts management could be improved.  
 


ICI believes that market structure developments over the past several years have created a 
number of conflicts of interest that should be addressed.  For example, ICI believes that the incentives 
that currently exist for market participants to route orders to particular venues, and any related 
conflicts of interest that may arise due to these incentives, need to be examined.  Significantly, the 
benefits and drawbacks of liquidity rebates in light of their use by brokers and HFT firms need to be 
addressed.  We are concerned that brokers may refrain from posting limit orders on a particular 
exchange because it offers lower liquidity rebates than other markets, even though that exchange offers 
the best possibility of an execution for those limit orders.  At the same time, the significance of benefits 
liquidity rebates may provide to investors is unclear.  ICI does not recommend that liquidity rebates be 
prohibited at this time but we suggest that regulators, at the very least, require more transparency 
surrounding rebates and the revenue to market participants generated by rebates, as well as other 
incentives provided to route orders.15 
 


                                                           
14 ICI supports the examination by IOSCO’s Technical Committee and the Committee on Payment and Settlement 
Systems (“CPSS”) of issues relating to settlement failures in the financial markets through its consultative report on the 
Principles for Financial Market Infrastructures.  The consultative report can be found at 
http://www.bis.org/publ/cpss94.pdf.  
 
15 ICI also recommends that regulators examine the various order types that exchanges offer that can be tailored to benefit 
certain market participants.  We are concerned that several of these order types can benefit market participants, such as 
HFT firms, at the expense of long-term investors such as funds.  We therefore recommend that regulators examine the 
specific order types that exchanges offer, the types of firms which utilize each order type, the average number of order 
submissions versus the average “fill rate” for each order type, and any conflicts of interest raised by the use of these order 
types. 
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As discussed further below, ICI believes that there should be more transparency in general 
surrounding conflicts of interest.  For example, we have recommended in the United States that there 
be increased information regarding payments and other incentives provided or received to direct order 
flow to particular trading venues, external venues to which a broker routes orders, and any ownership 
and other affiliations between a broker and any venues to which that broker routes orders.16  Increased 
transparency of these types of information may assist in better understanding potential conflicts.17 


 
Q9: Do you think existing laws and rules on market abuse and disorderly trading cover computer 
generated orders and are relevant in today’s market environment?  
 
 As discussed above, it is clear that regulations governing the financial markets have not kept 
pace with the significant changes in market participants’ trading practices.  This includes regulations on 
market abuse and disorderly trading related to computer generated orders.  We are concerned that 
recent technological advances in trading have allowed practices that should be considered as improper 
or manipulative to be employed more easily and cheaply, thereby lowering the risk to users of these 
practices.  This, in turn, has made trading more challenging for funds that are interested in buying and 
selling large positions and that can be disadvantaged by market participants that trade in front of their 
orders. 
 


In the United States, regulators are currently examining necessary changes to existing rules and 
regulations to better address issues relating to market abuse and disorderly trading.  For example, the 
CFTC has examined the need to prohibit certain trading practices deemed disruptive of fair and 
equitable trading.18  ICI strongly supports such an examination by regulators and urges regulators in 
other jurisdictions to address issues relating to abusive or disruptive trading on an expedited basis. 


 
As regulators examine new laws or rules that may be necessary to address market abuse and 


disorderly trading, we stress the need for clarity as to the nature of any conduct that will be prohibited.  
Because of the varied trading practices used by market participants, it often is difficult to distinguish 
                                                           
16 For a more detailed discussion of ICI’s recommendations for increased transparency in the financial markets, see our 
response to Consultation Question 14. 
 
17 We note that in the United States, Section 619 of the Dodd-Frank Wall Street Reform and Consumer Protection Act 
(i.e., the “Volcker Rule”) addressed conflicts of interest that arise where an investment firm simultaneously conducts client-
serving activities and proprietary trading.  The Volcker Rule prohibits banking entities, which benefit from federal insurance 
on customer deposits or access to the discount window, from engaging in proprietary trading and from investing in or 
sponsoring hedge funds and private equity funds, subject to certain exceptions. 


 
18 CFTC requested comment on a number of trading practices, including the practice of “spoofing.”  CFTC asked whether 
it should separately specify and prohibit certain practices as distinct from “spoofing” or whether these practices should be 
considered a form of “spoofing” prohibited under the statute including: (1) submitting or cancelling bids or offers to 
overload the quotation system of a registered entity, or delay another person’s execution of trades; (2) submitting or 
cancelling multiple bids or offers to cause a material price movement; and (3) submitting or cancelling multiple bids or offers 
to create an appearance of market depth that is false. 
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between legitimate and disruptive trading practices in a number of situations.  For example, as the use of 
algorithms and automated trading systems have become important for funds in the normal course of 
the routing and execution of their orders, rulemaking surrounding trading should be carefully drafted 
so as not to chill legitimate behavior.     


 
Q10: Are there any strategies employed by HFT firms that raise particular concerns?  If so, how 
would you recommend that regulators address them?  
 


As the Consultation notes, HFT is not a single strategy but rather a set of technological 
arrangements and tools employed in a wide number of strategies, each one having a different market 
impact and therefore raising different regulatory issues.  However the trading practices of high 
frequency traders may be characterized, our members report that some of the practices utilized by HFT 
firms (and other automated trading firms) may pose problems for long-term investors.19  For example, 
an automated trading firm may seek to ascertain the existence of one or more large buyers (sellers) in 
the market and to buy (sell) ahead of the large orders with the goal of capturing a price movement in 
the direction of the large trading interest.  After a profitable price movement, the firm then may 
attempt to sell to (buy from) the large buyer (seller) or be the counterparty to the large buyer’s (seller’s) 
trading.  In addition, the HFT firm may view the trading interest of the large buyer (seller) as a free 
option to trade against if the price moves contrary to the HFT firm’s position. 


 
Similarly, an automated trading firm may utilize a strategy where it may initiate a series of 


orders and trades in an attempt to ignite a rapid price move either up or down.  For example, the trader 
may intend that the rapid submission and cancellation of many orders, along with the execution of 
some trades, will “spoof,” or fool, the algorithms of other traders into action and cause them to buy 
(sell) more aggressively. 


 
To be clear, there is nothing illegal per se about many of these practices.  Many market 


participants utilize sophisticated pattern recognition software to ascertain from available information 
the existence of a large buyer or seller or use orders to probe the markets in an attempt to locate and 
trade ahead of large buyers and sellers.  Merely because this behavior is not per se illegal, however, does 
not mean that these practices are beneficial to the markets or to investors, or that it does not interfere 
with efficient price discovery. 


 


                                                           
19 ICI recognizes that defining HFT for regulatory purposes is difficult, particularly given the many ways that HFT firms 
can be organized.  While there is no formal definition of HFT in the United States, the SEC’s concept release on the 
structure of the U.S. equity markets delineated several characteristics that are often attributed to HFT firms.  These include: 
(1) the use of extraordinarily high-speed and sophisticated computer programs for generating, routing, and executing orders; 
(2) the use of  co-location services and individual data feeds offered by exchanges and others to minimize network and other 
types of latencies; (3) very short time-frames for establishing and liquidating positions; (4) the submission of numerous 
orders that are cancelled shortly after submission; and (5) ending the trading day in as close to a flat position as possible.  We 
believe this is a good starting point for discussing high frequency trading. 







Mr. Werner Bijkerk  
August 12, 2011  
Page 16 of 19 
 
 


 


Funds have been concerned about these types of market practices for years.  Many market 
participants in the United States, including floor brokers and market makers, utilized these techniques 
in the past to obtain an advantage over funds.  What has changed, however, is the technology available 
to HFT firms and automated trading firms that allows them to better identify and execute these trading 
strategies.  Technology has made these practices much easier and cheaper to employ, thereby lowering 
the risk to their users.  This, in turn, has made trading more difficult for funds that are hurt by market 
participants that trade in front of their orders.   


 
As discussed above, ICI supports action by regulators to clearly define practices involving HFT 


and algorithmic trading that may constitute market abuse to ensure adequate regulatory consequences 
for these practices.  Combined with robust enforcement of rules, such actions will go far to address 
concerns relating to particular HFT and other automated practices.   


 
Q11: Should charges or fees be imposed on messages, cancellations or high order-to-trade ratios? 
If so, how should the fees or charges be determined and on what basis?  
 


ICI believes that regulators should address the increasing number of order cancellations in the 
financial markets, particularly when numerous orders are cancelled shortly after submission.  While we 
recognize that there may be a number of legitimate reasons to cancel a large number of orders, our 
members report that certain of the practices and strategies surrounding cancellations often are designed 
to detect the trading of large blocks of securities by funds and to trade with or ahead of those blocks.  At 
the very least, regulators should examine whether a fee should be imposed on cancelled orders (e.g., 
based on a market participant’s ratio of orders to executed transactions, when that ratio exceeds a 
specified threshold).   


 
While we believe the imposition of a fee could prove beneficial, we are concerned about 


suggestions for a minimum “time in force” for orders.  Given the speed of the markets and the differing 
trading tools utilized by investors, we believe a minimum time in force requirement could impede the 
manner in which funds currently trade.  We recommend that regulators further study the impact of a 
minimum time in force requirement prior to putting forth a proposal for such a requirement. 
 
Q12: Should market operators be required to make their co-location services available on a fair 
and non-discriminatory basis?  
 


There are a number of tools that automated traders and high frequency traders use to obtain 
the fastest market access possible to satisfy the manner in which they need to trade.  One of these tools 
is the use of “co-location.”  Co-location helps minimize network and other types of latencies between 
the matching engine of a trading center and the servers of market participants.  Co-location also assists 
automated traders and high frequency traders in that it reduces the time to access trading venues to 
submit orders, as well as to receive execution reports and other messages from the trading venue. 
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Co-location has raised concerns whether some market participants who are not able to make a 
similar investment in technology are at a disadvantage to automated traders and high frequency traders, 
and has raised questions whether operators of trading venues should give market participants equal and 
fair access to co-location services.  In the United States, the SEC has taken the position that co-location 
services offered by exchanges are subject to the requirements in the Securities Exchange Act of 1934, 
meaning that the terms of co-location services must not be unfairly discriminatory and the fees must be 
equitably allocated and reasonable.  ICI believes that these represent standards by which regulators can 
judge co-location services offered by trading venues.   
 
Q13: Should market operators be required to provide testing environments to enable participants 
to stress test their algorithms?  If so, what kind of minimum requirements are reasonable?  


 
The increased use of algorithms has raised several regulatory concerns.  These include 


algorithms that may act in an unexpected or unintended manner leading to sudden liquidity imbalances 
that quickly drive prices up or down. 


 
ICI supports subjecting algorithms to appropriate rules and controls, such as requirements for 


policies and procedures aimed at preventing algorithms from operating in an unintended manner.  At 
the same time, we believe regulators must be careful not to impede funds’ use of new and innovative 
trading tools. 


  
Q14: To what extent do you have other comments related to the risks to market integrity and 
efficiency raised by the issues in this report?  
 


There is a need for more transparency in the financial markets regarding how orders are 
executed and routed.  Improved information in this area would allow investors to make better informed 
investment decisions and, in turn, facilitate best execution, as well as assist regulators in assessing 
current market performance.   


 
Specifically, ICI recommends that regulators examine the sufficiency of the information 


provided by brokers and other trading venues to investors about trade execution, including whether 
brokers are providing adequate and accurate information directly to investors about how orders are 
handled and routed.  They likewise should examine the need for more public disclosure about how 
orders are handled, and how to achieve better trade reporting by all types of execution venues regarding 
order execution.20 
                                                           
20 Specifically, we recommend increasing information regarding: payments and other incentives provided or received to 
direct order flow to particular trading venues; specific information regarding the routing and execution of orders, for 
example, the trading venues to which an order was routed and did not get filled prior to being executed; external venues to 
which a broker routes orders, the percentage of shares executed at each external venue, and any ownership and other 
affiliations between the broker and any venues to which the broker routes orders; policies and procedures regarding the 
dissemination of information about a customer’s order and trade information to facilitate a trade; and policies and 
procedures to control leakage of information regarding a customer’s order and other confidential information. 
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As investors, transparency of such information is vital to making informed investment 


decisions; robust transparency provides investors with access to information about current trading 
opportunities, facilitates price discovery and assists firms in providing best execution to their clients.  At 
the same time, we believe there are limits to the benefits of increased transparency, such as in situations 
where transparency can result in the premature disclosure of critical information about fund orders.  
We therefore urge regulators to closely examine the potential unintended consequences of increasing 
transparency of certain trade information, e.g., information about funds’ block orders.   
 


As discussed above, we also recommend that regulators increase transparency surrounding HFT 
including the manner in which HFT firms trade, liquidity rebates and other incentives for order flow 
received by HFT firms, and other potential conflicts of interest that may exist concerning their trading 
and routing practices. 
 
 Finally, as discussed above, much of the current debate over pre- and post-trade transparency in 
the United States has centered on the proliferation of dark liquidity and the venues that provide such 
liquidity.  While ICI has generally supported the pre- and post-trade transparency proposals put forth 
in the United States regarding dark liquidity, we have urged regulators to examine any unintended 
consequences that may arise as a result of new transparency requirements in this area, particularly the 
impact on large orders.   
 


We therefore strongly support the exceptions provided in various jurisdictions to pre- and post-
trade transparency for large orders.  These exceptions are critical to funds and other institutional 
investors.  We believe, however, that regulators should ensure that the exceptions are applied 
consistently and coherently, that their use is not being abused, and that there is legal certainty regarding 
the interpretation of the rules applying to the exceptions.21   
 


                                                           
21 For more detailed information on ICI’s recommendations for increased transparency, see, e.g., Letter from Karrie 
McMillan, General Counsel, Investment Company Institute, to Elizabeth M. Murphy, Secretary, Securities and Exchange 
Commission, dated April 21, 2010; available at http://www.ici.org/pdf/24266.pdf (ICI Letter on SEC Concept Release on 
Equity Market Structure) and ICI Letter on IOSCO Dark Liquidity Consultation, supra note 6. 
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* * * * * 
 


If you have any questions on our comment letter, please feel free to contact me directly at (202) 
326-5815, or Ari Burstein at (202) 371-5408. 


 
      Sincerely, 
 
      /s/ Karrie McMillan 
 


Karrie McMillan 
General Counsel 


 
 







  
  
 
 
 


 


Appendix A 
Key ICI Comment Letters and Statements on Market Structure Issues 


 
 
Order Execution Obligations: Letter from Craig S. Tyle, Senior Counsel, Investment Company 
Institute, to Jonathan G. Katz, Secretary, Securities and Exchange Commission, dated January 16, 
1996; available at http://www.ici.org/pdf/7561.pdf 
 
Regulation of Exchanges and Alternative Trading Systems: Letter from Craig S. Tyle, General 
Counsel, Investment Company Institute, to Jonathan G. Katz, Secretary, Securities and Exchange 
Commission, dated July 28, 1998; available at http://www.ici.org/pdf/comment98_reg_exch_ats.pdf 
 
Market Fragmentation Concept Release: Letter from Craig S. Tyle, General Counsel, Investment 
Company Institute, to Jonathan G. Katz, Secretary, Securities and Exchange Commission, dated May 
12, 2000; available at http://www.ici.org/pdf/11894.pdf 
 
Subpenny Concept Release: Letter from Craig S. Tyle, General Counsel, Investment Company 
Institute, to Jonathan G. Katz, Secretary, Securities and Exchange Commission, dated November 20, 
2001; available at http://www.ici.org/policy/comments/01_SEC_SUBPENNY_COM  
 
Regulation NMS: Letter from Ari Burstein, Associate Counsel, Investment Company Institute, to 
Jonathan G. Katz, Secretary, Securities and Exchange Commission, dated June 30, 2004; available at 
http://www.ici.org/policy/markets/domestic/04_sec_nms_com  
 
Disclosure of Short Sales and Short Positions: Letter from Ari Burstein, Senior Counsel, Investment 
Company Institute, to Florence Harmon, Acting Secretary, Securities and Exchange Commission, 
dated December 16, 2008; available at http://www.ici.org/pdf/23128.pdf  
 
IOSCO Consultation on Regulation of Short Selling: Letter from Ari Burstein, Senior Counsel, 
Investment Company Institute, to Greg Tanzer, Secretary General, IOSCO, dated May 18, 2009; 
available at http://www.ici.org/pdf/comment_051809_iosco_consult.pdf 
 
IOSCO Consultation on Direct Electronic Access: Letter from Ari Burstein, Senior Counsel, 
Investment Company Institute, to Greg Tanzer, Secretary General, IOSCO, dated May 20, 2009; 
available at http://www.ici.org/pdf/23474.pdf 
 
Amendments to Regulation SHO (Short Selling): Letter from Karrie McMillan, General Counsel, 
Investment Company Institute, to Elizabeth M. Murphy, Secretary, Securities and Exchange 
Commission, dated June 19, 2009; available at 
http://www.ici.org/policy/comments/cov_comment/09_sec_short_sale_com 







  
  
 
 
 


 


 
U.S. Senate Market Structure Hearing:  Statement of the Investment Company Institute, Hearing on 
“Dark Pools, Flash Orders, High Frequency Trading, and Other Market Structure Issues,” Securities, 
Insurance, and Investment Subcommittee, Committee on Banking, Housing & Urban Affairs, U.S. 
Senate, October 28, 2009; available at http://www.ici.org/pdf/23925.pdf 
 
Flash Orders: Letter from Karrie McMillan, General Counsel, Investment Company Institute, to 
Elizabeth M. Murphy, Secretary, Securities and Exchange Commission, dated November 23, 2009; 
available at http://www.ici.org/pdf/23973.pdf  
 
Non-Public Trading Interest: Letter from Karrie McMillan, General Counsel, Investment Company 
Institute, to Elizabeth M. Murphy, Secretary, Securities and Exchange Commission, dated February 22, 
2010; available at http://www.ici.org/pdf/24142.pdf  
 
Market Access: Letter from Ari Burstein, Senior Counsel, Investment Company Institute, to Elizabeth 
M. Murphy, Secretary, Securities and Exchange Commission, dated March 29, 2010; available at 
http://www.ici.org/pdf/24210.pdf  


SEC Concept Release on Equity Market Structure: Letter from Karrie McMillan, General Counsel, 
Investment Company Institute, to Elizabeth M. Murphy, Secretary, Securities and Exchange 
Commission, dated April 21, 2010; available at http://www.ici.org/pdf/24266.pdf  


SEC Market Structure Roundtables: Letters from Karrie McMillan, General Counsel, Investment 
Company Institute, to Elizabeth M. Murphy, Secretary, Securities and Exchange Commission, dated 
June 1, 2010 and June 23, 2010; available at http://www.ici.org/pdf/24361.pdf and 
http://www.ici.org/pdf/24384.pdf  
 
Circuit Breakers: Letters from Karrie McMillan, General Counsel, Investment Company Institute, to 
Elizabeth M. Murphy, Secretary, Securities and Exchange Commission, dated June 3, 2010 and July 19, 
2010; available at http://www.ici.org/pdf/24364.pdf and http://www.ici.org/pdf/24438.pdf  
 
Large Trader Reporting System: Letter from Karrie McMillan, General Counsel, Investment 
Company Institute, to Elizabeth M. Murphy, Secretary, Securities and Exchange Commission, dated 
June 22, 2010; available at http://www.ici.org/pdf/24381.pdf 
 
Clearly Erroneous Executions: Letter from Karrie McMillan, General Counsel, Investment Company 
Institute, to Elizabeth M. Murphy, Secretary, Securities and Exchange Commission, dated July 19, 
2010; available at http://www.ici.org/pdf/24437.pdf  
 







  
  
 
 
 


 


Consolidated Audit Trail: Letter from Karrie McMillan, General Counsel, Investment Company 
Institute, to Elizabeth M. Murphy, Secretary, Securities and Exchange Commission, dated August 9, 
2010; available at http://www.ici.org/pdf/24477.pdf 
 
European Commission Review of MiFID: Letter from Karrie McMillan, General Counsel, 
Investment Company Institute, to Directorate General, European Commission, dated February 2, 
2011; available at http://www.ici.org/pdf/24946.pdf 
 
IOSCO Consultation on Dark Liquidity: Letter from Karrie McMillan, General Counsel, 
Investment Company Institute, to Werner Bijkerk, Senior Policy Advisor, IOSCO, dated February 11, 
2011; available at http://www.ici.org/pdf/24968.pdf 
 
Limit Up-Limit Down System: Letter from Karrie McMillan, General Counsel, Investment 
Company Institute, to Elizabeth M. Murphy, Secretary, Securities and Exchange Commission, dated 
June 22, 2011; available at http://www.ici.org/pdf/25295.pdf  
 
Dodd-Frank Act Short Sale Reporting Study: Letter from Karrie McMillan, General Counsel, 
Investment Company Institute, to Elizabeth M. Murphy, Secretary, Securities and Exchange 
Commission, dated June 23, 2011; available at http://www.ici.org/pdf/25297.pdf  
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11 August 2011 


 
Mr Werner Bijkerk 
IOSCO 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
E-mail: market-integrity@iosco.org 
 
Dear Mr Bijkerk 
 


Public Comment on Consultation Report: Regulatory Issues Raised by the 
Impact of Technological Changes on Market Integrity and Efficiency 


 
The IMA represents the asset management industry operating in the UK.  Our members 
include independent fund managers, the investment arms of retail banks, life insurers 
and investment banks, and the managers of occupational pension schemes.  They are 
responsible for the management of around £4trn of assets as at the end of 2010, which 
are invested on behalf of clients globally.  These include authorised investment funds, 
institutional funds (e.g. pension and life funds), private client accounts and a wide range 
of pooled investment vehicles. 
 
The IMA is pleased to respond to the above consultation.  As a trade association rather 
than a market participant the IMA’s response to your consultation reflects the consensus 
views of our members and refers to secondary equity market trading. 
 
The key points we would make are: 


 Technological advances cannot be rolled back. 
 Intra-day trading is not new. 
 Traditional institutional investors have benefitted from algorithmic trading in 


reducing transaction costs, specifically in securities which trade large volumes. 


 Exchanges and market operators, while encouraging high volume trading, should 
assess and monitor the activity of its members to ensure that it does not impair 
their own systems and cause a market breakdown. 


 Consideration should be given by regulators and/or market operators to charging 
a fee on excessive volumes of cancellations. 


 Ensuring regulation covers all proprietary trading firms is a start; additionally, 
regulators should more closely monitor their activity and understand which firms 
are systemically or locally important. This may involve (where the two 
responsibilities are split) market regulators and firm supervisors co-ordinating 
additional requirements upon some firms.    



mailto:market-integrity@iosco.org





 Proprietary trading is concentrated predominantly upon the larger capitalised 
issuers with highly liquid stocks and does not have as significant impact on the 
trading of small to medium capitalisation shares. 


 
Should you have further queries regarding this response then please do not hesitate to 
contact me. 
 
Yours sincerely 
 


 
 
 
Liz Rae 
Senior Adviser Investment and Markets 
  







Questions 
 


Q1. What impact have the technological developments in the markets in recent years 
had on your own trading?  Has it encouraged, discouraged or had no impact on your 
willingness to participate on the lit markets, and how does this differ between asset 
classes and/or instruments? 
Technological developments have resulted in increased usage of smart order routing, 
algorithmic trading and direct market access by IMA members.  This has also been 
accompanied by the buy side taking more control of its trading and execution than it had 
previously.   
 
Since the implementation of MiFID in the EU in 2007, market fragmentation has been the 
main driver behind our members’ increased usage of dark liquidity.  This fragmentation 
has resulted in more but smaller pools of liquidity as new trading venues have been 
established.  Our members are investing on behalf of institutions and are typically 
executing large order sizes which are not now available on lit markets where order sizes 
have declined significantly.  This is partly due to the emergence of high frequency 
trading (HFT) which is facilitated by the highly sophisticated application of technology 
and where trading is characterised by high volumes of very small orders.  There is a 
perception amongst IMA members that HFT is ‘getting in the way’ of traditional 
execution strategies and are more wary of displaying orders on lit markets; some 
members however have stronger opinions and characterise HFT activity as predatory, in 
both lit and unlit markets. 
 
Q2. What are your views on the suggestion that proprietary trading firms (including HFT 
firms) that are not currently subject to registration/authorisation by a regulator should be 
required to obtain such a registration/authorisation?  Are there specific regulatory 
requirements you believe such firms should face?  
To what extent do your answers differ if the proprietary trading firm accesses the market 
as the customer of an intermediary firm through DEA (i.e. under that intermediary’s 
trading rules/codes) rather than as a direct member of the market itself? 
IMA members believe that the same standards of risk management and of capital 
requirements should be applied to all market participants including proprietary trading 
firms.  As a start, in principle all proprietary trading firms should be 
registered/authorised. We do not however believe that there are specific regulatory 
requirements that firms such as HFTs should face, but we do believe that regulators 
should know who the systemically important firms are, should have sight of what they 
are doing and should require all trading firms to transaction report. We recognise there 
will be a need to distinguish between firms whose sole undertaking is proprietary trading 
and those individuals who may carry out trading for their own account or mere members 
of the public (the latter groups being the type of firm and person which most regulatory 
exemptions from registration have in mind). If a firm has direct access then it should be 
registered, but we also consider that the dedicated proprietary traders should be 
registered whether or not using sponsored access; such firms should also transaction 
report. 
 
It will be important to consider how firms will seek to avoid any regulation. Measures 
must ensure that investment banks are not able to provide an equivalent high-frequency 
exposure to clients by the use of a master swap arrangement that legally does not 
involve the high-frequency trader buying any shares but will cause the bank to hedge in 
similar fashion. 







 
Q3. What recommendations, if any, would you propose to strengthen the regulatory 
requirements around pre- and post-trade risk controls?  In particular, what measures, if 
any, do you think regulators should introduce that relate specifically to the use of and 
risks posed by algorithmic trading and/or HFT? 
IMA members do not believe that it would be practicable for firms to register their 
algorithms with regulators.  Firms who use algorithmic trading are sufficiently motivated 
by the possibility of making a significant loss to ensure rigorous back testing and 
monitoring of their own algorithms.  Registration would be cumbersome and inefficient 
and we query what regulators would do with such information. General obligations on 
risk management undoubtedly cover such activities but tailored and more specified 
obligations could be introduced to provide guidance.  
 
Q4. To what extent do you believe the use of trading control mechanisms such as circuit 
breakers and limit-up/limit-down systems by trading venues should be mandated?  If you 
believe they should be mandated, should venue operators be permitted to design their 
own controls or should they be harmonised/coordinated across venues (including 
between interrelated instruments such as a derivative and its underlying)? 
IMA members believe that circuit breakers are an essential tool when there is a market 
breakdown and a pause is needed to restore equilibrium.  We are not convinced any 
single model should be mandated nor that the optimal solutions have yet been found but 
we do accept that   in order to restore equilibrium in as short a time as possible any 
circuit breaker regime should be standardised across all trading venues.  Different 
regimes could give unfair advantage to some participants. 
 
Q5. To what extent do you believe market maker schemes offered by trading venues 
should be subject to mandatory minimum criteria?  Should the criteria be determined by 
the trading venue alone?  To what extent do you agree with the suggestion that the use 
of stub quotes should be prohibited? 
IMA members agree that market maker schemes could be subject to mandatory 
minimum criteria which should be determined by the trading venue. At this stage we 
would support measures (if needed) which made it clear that trading venues may impose 
such criteria. Market experience of different criteria in future disruptions will assist in 
improving their calibration; we do not consider the evidence is available to suggest a 
single approach would help. We agree that stub quotes of the sort described in the 
consultation should be banned as they serve no useful purpose. The issue however is 
determining what indeed constitutes an acceptable quote. 
  
Q6. Do you have suggestions for improvements to regulators’ surveillance capabilities 
with respect to the markets and modern trading techniques?  Please elaborate. 
See answer to Q2.  Regulators need to be aware of which firms are systemically or 
locally important particularly with reference to maintaining orderly markets and perhaps 
supervision needs to be strengthened by better analysis of transaction reports.  In 
addition market abuse regimes can be enforced if regulators suspect that participants are 
misleading or manipulating the market by the placing and near immediate cancellation or 
orders.     
 
Q7. What do you perceive as the major causes of settlement indiscipline and settlement 
failures?  What steps, if any, do you believe regulators should take to address these 
causes? 
We currently have no data to assist. 
 







Q8. Have the appropriate steps been taken to limit or manage conflicts of interest that 
arise where an investment firm simultaneously conducts client-serving activities and 
proprietary trading or a trading participant is also a shareholder in a venue on which it 
trades?  If you believe conflicts management is inadequate, please explain how this 
manifests itself and any recommendation you have for how conflicts management could 
be improved.  
IMA members believe that in the EU the MiFID regime could sufficiently address the 
management of conflicts of interest of investment firms who are required to establish, 
implement and maintain an effective conflicts of interest policy.  The key is that there is  
then sufficient supervision and enforcement to ensure that firms do adhere to their 
conflicts policies. 
 
Q9. Do you think existing laws and rules on market abuse and disorderly trading cover 
computer generated orders and are relevant in today’s market environment? 
While a person who places an order by telephone may have inside information or be 
committing market manipulation, a computer generated order, which is pre-
programmed, is automated and cannot be expected to be acting unlawfully.  If a market 
participant using an algorithm however has inside information about a specific security in 
that algorithm, then that security should be immediately removed.  Existing laws and 
rules frequently presume some mental content to the cause or effecting of a trade; that 
is hard to apply to algorithms. It is important that such rules do not presume the 
existence of an actor with mental capacity but look rather at the impact. This is not to 
say that all forms of abuse are as egregious, just that in markets a event may cause 
disorderliness or damage market integrity without a person intending such an effect. It is 
necessary to provide a disincentive to such behaviour. 
 
Q10. Are there any strategies employed by HFT firms that raise particular concerns?  If 
so, how would you recommend that regulators address them? 
The main concern of IMA members is the high order cancellation rate which 
characterises HFT firms.  Concern centres on whether HFT firms are misleading the 
market by placing orders and then immediately cancelling them.  We recommend that 
regulators and/or market operators consider whether a small charge be made when 
cancellation rates are excessively high.   
 
Q11. Should charges or fees be imposed on messages, cancellations or high order-to-
trade ratios?  If so, how should the fees or charges be determined and on what basis? 
See Q10. 
 
Q12. Should market operators be required to make their co-location services available on 
a fair and non-discriminatory basis? 
Yes.   
 
Q13. Should market operators be required to provide testing environments to enable 
participants to stress test their algorithms?  If so, what kind of minimum requirements 
are reasonable? 
We are not clear that market operators should be required to provide testing 
environments as we believe that participants do their own extensive algorithm stress 
testing.  We do however believe that market operators should be clear and obtain 
reassurance that any activity by their members who are co-located does not impair their 
own systems causing market disruption.  Operators should monitor their members’ 
activity and address any problems e.g. excessive levels of volume causing system strains. 
 







Q14. To what extent do you have other comments related to the risk to market integrity 
and efficiency raised by the issues in this report? 
IMA members would not support minimum order resting times which would disrupt their 
own trading and execution. It would be possible for a market to operate on an auction 
basis which might avoid some of the HFT impacts – though it may introduce other 
problems if operated alongside a continuous trading venue. 
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Dear Mr. Bijkerk 
 
IOSCO consultation report on Regulatory Issues Raised by the Impact of Technological Changes on Market 
Integrity and Efficiency  


The Alternative Investment Management Association (AIMA)1 welcomes the opportunity to comment on the 
International Organization of Securities Commissions’ (IOSCO) Consultation Report on ‘Regulatory Issues Raised by 
the Impact of Technological Changes on Market Integrity and Efficiency’ (the ‘Consultation Paper’). 
 


Summary of AIMA’s comments 


• New market technology has led to improved execution speeds, efficiency, liquidity, price transparency 
and price reliability.  This has resulted in greater participation in the markets. 


• Algorithmic and high-frequency trading are not, themselves, trading strategies but are, rather, methods 
by which certain strategies can be carried out efficiently.  Firms should be required to be registered and 
regulated by a market regulator because of the types of services they provide or because of the parties on 
whose behalf they trade, not because of  their method of trading. 


• Registered and authorised firms should have in place risk controls and risk monitoring programmes, as 
appropriate to their trading activities.  In the case of algorithmic trading, such controls may include stress 
testing of algorithms against historic trading data. 


• Circuit breakers and limit-up/limit-down systems could be introduced and harmonised across trading 
venues in order to minimise the likelihood of breakdowns in the systems of trading.  Trading pauses 
should be as short as is necessary to attract normal buying and selling interests. 


• Many firms which make use of algorithmic and high-frequency trading are already registered and 
supervised by market regulators.  Existing regulatory regimes, as well as self-regulatory oversight by 
exchanges and market intermediaries, should be sufficient both to monitor algorithmic and high 
frequency trading and to catch abusive market activities. 


• Co-location services should be made available by trading venues on a basis which is equal and fair to all 
market participants. 


 


                                                 
1  AIMA is the trade body for the hedge fund industry globally; our membership represents all constituencies within the sector – including 


hedge fund managers, fund of hedge funds managers, prime brokers, fund administrators, accountants and lawyers. Our membership 
comprises over 1,200 corporate bodies in over 40 countries. 


  



mailto:market-integrity@iosco.org





         Alternative Investment Management Association 
 


2 
 


The Alternative Investment Management Association Limited 
167 Fleet Street, London, EC4A 2EA 


Tel: +44 (0)20 7822 8380   Fax: +44 (0)20 7822 8381    E-mail: info@aima.org


AIMA’s comments 


AIMA believes that new market technology has led to significant improvements in the operation and efficiency of 
the markets, which in turn has led to greater price transparency and reliability.  As a consequence, new 
participants have been attracted to the markets and liquidity has improved, leading to further reductions in 
transaction costs and narrower bid-ask spreads.  In many instances, algorithmic and high-frequency trading is 
conducted as a result of legal best execution obligations, which require intermediaries to achieve the best 
possible results for their clients in executing trades.  Best execution is measured in terms of many factors, one of 
which is the speed of execution. 


Whilst there are risks associated (as there are with all trading methods) with the use of computer algorithms and, 
in particular, high-frequency trading, we believe that such dangers can be effectively mitigated by the use of 
appropriate risk controls at firms, by proper oversight of the markets by market regulators and by circuit breaker 
controls imposed by trading venues.  The imposition of charges and fees on messages, cancellations or high order-
to-trade ratios, or of minimum resting periods on bids/offers (an idea on which the European Commission has 
recently consulted), which forces liquidity providers to become market makers, is likely to effectively prohibit 
the use of algorithmic and high-frequency trading.  Such a prohibition would be to the detriment of all market 
users, including those who do not conduct trading using computer algorithms, who benefit from the lowest prices 
when buying and selling instruments on trading venues and from having buoyant, liquid markets. 


We provide detailed answers to the questions in the Consultation Paper in Annex 1. 


Although not proposed in the Consultation Paper, other policy-makers around the world have discussed ways in 
which algorithmic trading can be slowed down, removing high-frequency trading from the market.  They believe 
this may be an effective solution to deal with certain of the risks associated with, in particular, high-frequency 
trading.  We believe this so-called ‘grit in the wheels’ argument is flawed and will unnecessarily and negatively 
impact the markets and their users.  We provide further details of our thoughts on this argument in Annex 2. 


Conclusion 


AIMA supports IOSCO’s important review of the impact of technological change on market integrity and efficiency 
and believes such a review provides national policy-makers with important considerations when designing 
appropriate regulatory regimes for the markets.  Although new technology does not require a fundamental re-
think about how parties trade in the markets and how market regulators oversee those markets, there are steps 
that market participants could be taking to ensure that technology does not create new risks which are 
unforeseen and are not properly mitigated. 


We thank you for this opportunity to comment on the Consultation and we are, of course, very happy to discuss 
with you in greater detail any of our comments.   


Yours sincerely, 


   Internet: www.aima.org  
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Jiří Król  
Director of Government & Regulatory Affairs  
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Annex 1 


 


 
Q1 What impact have the technological developments in the markets in recent years had on your own 
trading? Has it encouraged, discouraged or had no impact on your willingness to participate on the lit 
markets, and how does this differ between asset classes and/or instruments? 


AIMA is of the view that the introduction of new technological developments in the market in recent years has 
contributed significantly to the creation of capital market conditions which have benefited all participants.  
New technology has allowed for improvements in execution speed, efficiency, liquidity and price transparency 
as well as price reliability.  Each of these improvements has encouraged participation in exchange traded 
markets, as is clear from the published annual trading volume statistics of the major exchanges, showing 
significant year-on-year increases.  Although the impact is felt most significantly in the largest and most liquid 
markets – equity and futures markets, in particular – new technological developments have led to 
improvements across a wide range of exchange traded asset classes and instruments. 


Q2 What are your views on the suggestion that proprietary trading firms (including HFT firms) that are not 
currently subject to registration/authorisation by a regulator should be required to obtain such a 
registration/authorisation? Are there specific regulatory requirements you believe such firms should face? 
 
To what extent do your answers differ if the proprietary trading firm accesses the market as the customer 
of an intermediary firm through DEA (i.e. under that intermediary’s trading rules/codes) rather than as a 
direct member of the market itself? 


The vast majority of AIMA’s hedge fund manager members are fully regulated and subject to a range of 
prudential and conduct of business requirements in their local jurisdictions.  For those proprietary trading 
firms, including those who use high-frequency trading, which are not currently subject to authorisation in their 
home jurisdiction, we believe that there may be a case for authorisation of these firms above an appropriate 
threshold.  Currently, regulated firms through which such non-authorised entities trade (i.e., intermediary 
firms) have been required to exercise a certain amount of control over their clients, including monitoring their 
activities for potential market abuse and ensuring that their clients manage their risks to prevent distribution 
to the market.  However, whilst we believe that it will be necessary for intermediaries to retain such suitably 
robust controls, it is likely that an appropriate level of authorisation and regulatory control by market 
regulators is warranted.   


Q3 What recommendations, if any, would you propose to strengthen the regulatory requirements around 
pre- and post-trade risk controls? In particular, what measures, if any, do you think regulators should 
introduce that relate specifically to the use of and risks posed by algorithmic trading and/or HFT? 


Existing regimes in the major financial jurisdictions generally require regulated firms to have appropriate pre- 
and post-trade controls to manage the risks of their trading activities.  AIMA fully supports such requirements, 
which benefit individual firms and ensure the safety of counterparties and the market.  Managing risk is one of 
the fundamental responsibilities of a firm’s governing board and the Board would be failing in its 
responsibilities to shareholders, investors or other beneficial owners if it failed to manage risk in a responsible 
way.   
 
We do not believe that a specific set of requirements is necessary for firms that utilise algorithmic trading or 
high-frequency trading.  Each firm should take whatever bespoke measures are necessary to manage the risk 
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created by that firm’s individual business model and activities.  As part of the prudent supervision of all 
regulated firms, we would expect market regulators to request and review firms’ appropriate policies and 
procedures to ensure that risk controls are in place and that procedures are followed.   
 
Firms which make use of automated trading are additionally subject to a certain degree of self-regulation by 
the exchanges and their counterparties.  First, in most major financial jurisdictions, those firms which are 
members of an exchange are required to be regulated as investment firms, broker-dealers or credit institutions 
and are subject to scrutiny by their market regulators.  Those firms which are not regulated entities may only 
gain access to exchanges via direct market or sponsored access, using regulated entities’ membership of the 
exchange.  In this instance, these firms currently are subject to oversight by the member, who is ultimately 
responsible for the conduct of trades conducted using its membership, including those of indirect participants.  
As discussed above, however, there may be a case for transferring some of the responsibilities for overseeing 
the trading of currently unregulated entities to market regulators.  
 
Second, nearly all exchanges have a rule-book, which governs trading using their systems and sets limits on the 
scope of members’ activities.   
 
Third, in a large majority of cases, automated traders will be contracting with heavily regulated investment 
firms and credit institutions, who will impose a certain degree of control over their counterparties themselves 
to ensure compliance with their own requirements.  All firms trading on an exchange, whether using automated 
trading or not, will be subject to either direct or indirect regulation by market regulators or the exchange and 
counterparties themselves. 


Q4 To what extent do you believe the use of trading control mechanisms such as circuit breakers and limit-
up/limit-down systems by trading venues should be mandated? If you believe they should be mandated, 
should venue operators be permitted to design their own controls or should they be 
harmonised/coordinated across venues (including between interrelated instruments such as a derivative 
and its underlying)? 


AIMA supports requirements that reduce the risk of a breakdown in the systems of the trading venue that may 
impact the ability of the market to determine prices of listed securities.  Such breakdowns, which generate 
disorderly trading, may arise from automated trading but may, equally, be the result of the interaction of 
orders placed by brokers manually.  Therefore, if circuit breakers or limit-up/limit-down systems are designed 
in such a way as to prevent all disorderly trading, we would support these being mandated. 
 
However, AIMA believes that any pause in trading should be for as short a period as is necessary to allow buying 
and selling interests to find a clear price and then allow the natural forces of supply and demand to come back 
into play, permitting investors to continue to place orders and execute their trading decisions. 
 
Since certain markets are particularly interconnected, as shown on 6 May 2010 (the so-called “flash crash”), 
there is a case for harmonisation of proposed circuit breakers / limit-up/limit-down systems.  As individual 
traders will often trade in multiple markets, including using automated systems, there is the possibility of trade 
disruptions in one market to be transferred to other markets.  Harmonisation of proposals will ensure that 
equal protection is provided in all markets to control the spread of disruptive trading.  For example, the US 
equity exchanges have recently proposed a joint NMS plan to introduce a common limit-up/limit-down proposal 
in response to the flash crash and perceived failings in their existing circuit breakers.  Harmonisation of 
requirements also helps reduce opportunities for regulatory arbitrage.  If circuit breakers / limit-up/limit-down 
systems differ, market users may be able to take advantage of related market conditions on two exchanges 
where different circuit break triggers or different lengths of trading pauses exist.  Exchanges themselves may 
also try to compete for the ‘lightest touch’ requirements (e.g., the lowest trigger points or the shortest trading 
pauses), in order to attract business.  This competition among the exchanges may be conducted to the 
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detriment of market stability, unless harmonisation is required. 


Q5 To what extent do you believe market maker schemes offered by trading venues should be subject to 
mandatory minimum criteria? Should the criteria be determined by the trading venue alone? To what 
extent do you agree with the suggestion that the use of stub quotes should be prohibited? 


As identified in the Consultation Paper, firms utilising algorithmic and high frequency trading strategies often 
act in a market making or liquidity providing capacity and, as such, are able to benefit from rebates from 
exchanges when they provide liquidity to the market.  This is a valuable service to the market, which allows 
traders to have a wide variety of securities instantly available to buy or sell in the market at clear and 
transparent prices.  It is proposed by some that these firms should be subject to further obligations, including 
the obligation to provide liquidity on an ongoing-basis.  AIMA does not believe that imposing the suggested 
obligation is either necessary or appropriate and that it would, in practice, have a number of material adverse 
impacts.  In the absence of providing any compensating beneficial rights, the imposition of this proposed 
obligation would, we believe, create an unlevel playing field, reduce competition, and consequently reduce 
liquidity and increase prices for investors. A number of firms would leave the market as there would be a 
requirement to make significant additional investments in technology, compliance, and other resources and, 
further, it would erect a barrier to entry for new participants – these are not desirable outcomes to create.  
 
It should be noted that, in times of market stress, firms pursuing certain strategies using high frequency trading 
will tend to be more active and provide more, rather than less, liquidity to markets since there are more 
opportunities for these strategies to prove to be profitable in times of higher volatility and wider bid/offer 
spreads. Further, it is estimated that non-traditional market makers now account for up to 50% of the market 
making activities of some of the major exchanges and, thus, are significant liquidity providers. 
 
If some mandatory minimum criteria for market makers are proposed, we believe that these should be subject 
to a full and detailed consultation to ensure that they do not create overly burdensome requirements, which 
would discourage potential market makers from offering this service and would perhaps, reduce overall market 
liquidity.  It is likely to be desirable for all markets within a jurisdiction to be subject to common minimum 
requirements in order to avoid competitive distortion. 
 
We agree that the use of stub quotes – orders placed well off a stock's market price to ensure no trades occur – 
should be prohibited.  It has been shown that stub quotes played a significant role in the large drops in the 
value of stocks during the flash crash in 2010.  We understand that, in the US, the Securities and Exchange 
Commission has already prohibited stub quotes and has, instead, introduced new requirements on market 
makers to continuously maintain two-sided quotations during regular market hours that are within a certain 
percentage band of the national best bid and offer.  We believe this is a sensible approach to dealing with stub 
quotes, which should be taken up in other jurisdictions. 


Q6 Do you have suggestions for improvements to regulators’ surveillance capabilities with respect to the 
markets and modern trading techniques? Please elaborate. 
 
Who should bear the cost of investing in such capabilities and the cost of operating and supervising the 
markets in order to ensure fairness among market participants? Please elaborate. 


It is unclear what improvements to specific regulators’ surveillance capabilities are required to address modern 
trading techniques.  The most important task for market regulators is to understand the new technology 
employed in the market and its impact across the board.  Captured within most national regimes are extensive 
transaction reporting requirements that will allow regulators to take an overview of the markets and detect 
instances of market abuse.  There may be a necessity to update systems to deal with the increased numbers of 
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transactions that take place on modern markets, due to the introduction of new technology.    


Q7 What do you perceive as the major causes of settlement indiscipline and settlement failures? What 
steps, if any, do you believe regulators should take to address these causes? 


The Consultation contains no substantive discussion of settlement indiscipline or settlement failures.  We do 
not have any evidence that settlement indiscipline or failure is common in the market or is a particular 
problem which requires addressing in relation to algorithmic or high-frequency trading.  We are not aware of 
new technology having either increased or decreased the instances of settlement indiscipline or failure.  Where 
such instances do occur wilfully on the part of a market participant, these should be addressed through the 
appropriate market abuse regime.  We would be happy to discuss this issue further with IOSCO, given more 
details. 


Q8 Have the appropriate steps been taken to limit or manage conflicts of interest that arise where an 
investment firm simultaneously conducts client-serving activities and proprietary trading or a trading 
participant is also a shareholder in a venue on which it trades? If you believe conflicts management is 
inadequate, please explain how this manifests itself and any recommendation you have for how conflicts 
management could be improved. 


Conflicts of interests between firms that simultaneously conduct client-serving activities and certain 
proprietary trading activities are potentially significant issues.  However, firms that conduct both services, in 
nearly all cases, have a powerful incentive and often a legal obligation to have strong controls in place to 
ensure that proprietary trading teams, aiming to profit directly from trading, are not able to benefit or trade 
ahead of their clients for whom they are placing trades (e.g., Chinese walls).  Market makers will often be 
required to trade on a proprietary basis to manage their securities inventories, facilitating client trading.  
Where market makers are trading in this capacity, it is also important that certain controls are in place where 
conflicts of interest may arise.  Where appropriate controls are not mandated by market regulators, they 
should be introduced. 
 
Where a trading participant is a shareholder in a trading venue, there may be a conflict of interest if, under 
certain circumstances, that party is able to direct clients’ trades to venues in which it has an ownership 
interest, to the detriment of those clients (i.e., it does not achieve best execution).  Such conflicts of interest 
should be identified by the trading participant, notified to its clients and mitigated, where possible, as part of 
good regulatory practice and as is required in many jurisdictions.  If there is abuse of a venue’s trading systems 
to ensure that trading participants receive preferential prices or receive greater transparency on prices and 
volume, this should be considered market abuse and dealt with appropriately by the market’s regulator.  Best 
execution obligations should also be strong enforced by market regulators. 


Q9 Do you think existing laws and rules on market abuse and disorderly trading cover computer generated 
orders and are relevant in today’s market environment? 


We believe that the use of algorithmic trading, which is not a strategy itself but merely a method by which a 
trade is executed, does not create any new forms of market abuse.  Many of the practices of market abuse or 
causing disorderly trading can be conducted equally via computer generated orders and by manual means.  
Where these activities occur, AIMA supports national regulators in their important work to combat market 
abuse and eliminate inappropriate trading strategies, wherever they occur. 


Q10 Are there any strategies employed by HFT firms that raise particular concerns? If so, how would you 
recommend that regulators address them? 


We do not believe that any specific strategies of HFT firms raise particular regulatory concerns while many 
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provide valuable liquidity to the markets or help reduce market prices and improve price discovery.  If there 
are specific examples of strategies that IOSCO believe may cause concern, we would be happy to provide our 
views on those and, if we agree with those concerns, propose recommendations for national regulators. 


Q11 Should charges or fees be imposed on messages, cancellations or high order-to-trade ratios? If so, how 
should the fees or charges be determined and on what basis? 


We do not believe that imposing fees or charges on messages, cancellations or high order-to-trade ratios is 
either appropriate or proportionate.  Such proposals would effectively curtail or prohibit high frequency trading 
in the market.   High frequency trading techniques inevitably result in a high rate of placed, cancelled and 
refreshed orders (any of which may, or may not, be executed as the order flow adjusts to rapid information 
signals, market conditions, and other factors in the trading environment). It is appropriate for the market that 
there should be frequent changes to quoted prices, albeit that new technology allows such changes (which, of 
course, historically have always taken place) to be implemented very rapidly. The consequent benefits to 
investors and other market participants of the increased liquidity and reduced spreads which result should not 
be overlooked. There are perfectly legitimate reasons for placing and subsequently cancelling orders given the 
developments in technology and the rapid speed of information signals. Placing orders which are never 
intended for execution is not a practice we believe is widespread among high frequency trading firms. 


Q12 Should market operators be required to make their co-location services available on a fair and non-
discriminatory basis? 


Yes.  AIMA agrees that co-location services should be made available by trading venues on an equal and fair 
basis to all and recommends that transparency of both pricing and of the policy underlying the allocation of 
capacity by trading venues should be a requirement. 


Q13 Should market operators be required to provide testing environments to enable participants in stress 
test their algorithms? If so, what kind of minimum requirements are reasonable? 


AIMA believes that testing of trading algorithms may be an important element of the risk controls a firm using 
such algorithms have in place.  Whilst it is difficult to simulate every possible consequence which a trading 
decision might have, it will be prudent for firms to try to better understand the impact of their trading 
strategies.  It is unlikely to be necessary to require market operators to provide this service and it may also be 
that other parties could provide such a testing environment or that testing could be conducted in-house using 
historic and publicly available information on prices and volumes.  Instead, it would seem that stress testing of 
trading algorithms is a way for trading firms to demonstrate to market regulators that they are managing and 
monitoring their risks.  If this is the case, firms will seek out appropriate testing environments to test their 
algorithms.  This may be offered by the exchanges as an additional service, paid for by the market users.  For 
simple algorithms, significant testing may not be necessary and internal tests may be appropriate.  For complex 
trades, testing of algorithms against a greater set of data, including data recorded during stressed market 
conditions may be necessary.  It is unlikely to be possible to set a minimum set of requirements for testing, 
where testing is appropriate, but firms should instead conduct necessary testing to ensure good risk 
management. 


Q14 To what extent do you have other comments related to the risks to market integrity and efficiency 
raised by the issues in this report? 


AIMA has no further comments on issues raised in the report. 
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Annex 2 


Addressing the ‘Grit-in-the-wheels’ proposal 


Although not proposed by IOSCO, it has been mooted by some that one approach to the concerns over algorithmic 
and, in particular, high-frequency trading, is to slow the whole pace of trading down  – referred to by some as the 
’grit in the wheels’ argument.  We believe this is an extreme solution to certain perceived problems, which can 
be dealt with more effectively, in their entirety and without severely impacting the markets, using other policy 
options such as those we comment on above. 


The main way of throwing ‘grit in the wheels’ is to impose a minimum resting period for all trades, such that a bid 
or offer placed on the exchange must remain there to attract buying/selling interest for a given period of time.  
Essentially, this prevents the high-frequency nature of trading as parties cannot place, withdraw and re-place 
bids and offers on a mille-second by mille-second basis.  The proposal has been discussed in the US by the 
Securities and Exchange Commission2 and recently in Europe by the European Commission, in the context of their 
review of MiFID3.  Commentators in both jurisdictions have not supported the proposal. 


Those in favour of this argument argue that having a minimum resting period would tend to reduce the risk of 
liquidity droughts by ensuring that parties cannot withdraw market liquidity in fractions of seconds during periods 
of volatility.  Systemic resilience is ensured by preventing sudden dry-ups of liquidity, which drive prices to 
extreme highs or lows.  Non-market makers likewise cannot take advantage of mille-second trades, many of which 
will not be executed, ahead of less-sophisticated traders who cannot react to sudden periods of volatility.  They 
argue this increases market integrity and creates a lever play-field for traders.   


Liquidity droughts and periods of extreme volatility are rare.  The arguments in favour of ‘grit in the wheels’ 
solutions do not consider that for the vast majority of the time, during normal trading, the consequences of the 
solution will be widespread for all investors and market users.  The inability to trade at high-frequency will 
reduce the volume of trades that can be done and will naturally reduce overall market liquidity.  This in turn will 
lead to higher bid-ask spreads from market makers and increased transactions costs for all market users, both 
sophisticated and less so.  By building inefficiency in to the markets, certain policy-makers are turning back the 
clock to a time before high-frequency trading and withdrawing its benefits, currently enjoyed by all.   


Instead of throwing grit in the wheels, surely a better way to address these problems is by improving the 
machine.  Circuit breakers allow markets to function normally right up to the moment where trading volumes 
become sufficiently volatile and then apply the brakes.  By proper testing and sufficient oversight of algorithms 
used for trading, problems can be detected to prevent volatile feedback loops. 


It should be noted that markets can be volatile even when the trades are not conducted at high-frequency and 
there are sufficient historic examples to show this.  High-frequency traders in today’s markets often increase 
liquidity in volatile markets, as wider bid-ask spreads provide new opportunities to profit from trades.  The SEC in 
its report on the May 2010 flash crash4 concluded that the cause of the volatility in the effected markets was not 
a high-frequency trader (as some suspected) but was caused by an errant order by a single mutual fund entered 


                                                 
2  SEC Concept Release on Equity Market Structure, 14 January 2010. 
3  European Commission consultation on the Review of the Markets in Financial Instruments Directive (MIFID), 8 December 2010. 
4  SEC and CFTC report: Findings regarding the market events of May 6, 2010, published 30 September 2010. 
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via computer (at non-high frequency) that set its trading specifications with reference to trading volumes but 
without considering price or time.  High-frequency and other traders were involved and their trading decisions 
became based on the flawed but exceptionally large trading volume of the securities, interacting with perfectly 
reasonable market algorithms.  The consequences were allowed to continue unchecked and became exacerbated 
by (i) poorly designed exchange circuit breakers which did not trigger and (ii) the use of ‘stub’ quotes, which 
allowed certain trades to be conducted significantly off normal pricing, including as low as 1c and as high as 
$100,000.  If these problems had been solved, which in the US, for example, they now are, the volatility would 
not have been noted except by the most ardent watchers of the market. 


Those who believe in the ‘grit in the wheels’ argument state that there is a trade-off between the benefits of 
high-frequency trading and market stability.  They argue that less efficient markets but reduced effects in times 
of crisis makes it the preferred outcome.  We would argue that it is possible to have the benefit of high-frequency 
trading and, via other policy options, improved systemic resilience without the need for this trade off.  Further, 
instead of seeking to tackle only the actions of certain participants in the market, IOSCO and national policy 
makers should focus their attentions on broader market interactions and market structures in the world of 
decentralised electronic trading with competing market centres. 
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Investment Technology Group response to IOSCO consultation on Regulatory Issues Raised by 


the Impact of Technological Changes on Market Integrity and Efficiency (the "IOSCO 


Consultation") 


Investment Technology Group ("hG") welcomes the opportunity to comment on the IOSCO 
Consultation. ITG is supportive of the high level objectives expressed in the IOSCO Consultation 
to ensure stability in the financial markets through fostering a level playing field and regulating 
market conduct. However, hG believes that additional empirical and theoretical analysis is 
required to appropriately calibrate the proposals to avoid any unintended consequence. 


ITG is a specialised brokerage and financial technology firm that partners with asset managers 


globally to improve performance throughout the investment process. ITG’s client base 
comprises institutional buy-side investors and broker-dealers. ITG is considered a leader in 
electronic trading since launching the POSIT crossing network in the United States in 1987. 
POSIT was the first anonymous electronic order matching system for institutional investors. 
POSIT conducts crosses of unpriced orders from institutional investors and brokers on a 


confidential (i.e. non-displayed) and anonymous basis at the midpoint of the current best bid 
and offer on the reference exchange or other prices derived thereof. In addition, POSIT 
conducts a VWAP cross that matches orders at the day’s volume weighted average price in the 
security on the reference exchange. ITG’s integrated approach includes a range of products 
from portfolio management and pre-trade analytics to trade execution and post-trade 
evaluation. Asset managers rely on ITG’s independence, experience, and agility to help mitigate 


risk, improve performance and navigate increasingly complex markets. 


We have focused our comments on the aspects of the IOSCO Consultation where we have 


relevant input, queries or concerns. The IOSCO Consultation raises a number of very important 
questions for the future of the financial markets and we feel that it is appropriate for us to 
concentrate on the issues that are most important for our clients and for the area of the 


markets in which we participate. 
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We are encouraged by the IOSCO Consultation’s focus on the impact of technological changes 
in the lit markets. Despite much debate on the implied fairness of certain new and highly 
automated technologies that increase the speed of order execution, it is the capability of 
assimilating better and larger quantities of information faster and not always the speed of 
trading that is the most defining effect of this new technological landscape. In markets that 
permit free movement of capital and ideas, it is difficult to justify throttling the speed at which 
information, shaping those ideas, is assimilated or digested. In addition, highly automated 


strategies now play an important role in the marketplace in assisting participants that operate 
those strategies to increase liquidity, reduce bid-offer spreads, and enable market participants 
to obtain best execution. 


Nonetheless, we recognize that technological changes (in particular) in the last few years may 
have created an asymmetric relationship between those lit market participants (some of which 
may be unregulated) that rapidly acquired new trading technologies and other participants that 
have business models that do not encourage the integration of these new technologies into 
their trading strategies. 


Behaviour that could be classified as market abuse by regulators or unequal access to market 
data are two undesirable potential developments that may have accompanied the rise of highly 
automated technologies. First, some suggest that certain highly automated strategies could be 
displaying behaviour that is signaling market abuse. In the most recent European Securities and 
Markets Authority’s ("ESMA") consultation’, ESMA’s work focuses on orders which give false or 
misleading signals as to the supply of, or demand for, or price of, financial instruments. In 
particular, ESMA refers to the following forms of potential market abuse behaviour that may 
arise, or might become more widespread, due to certain high speed trading strategies: pinging 
of orders, quote stuffing, momentum ignition and layering and spoofing. 


We are not opposed to the presence of high speed automated trading strategies in the 
marketplace. However, we are cognizant of the fact that some market participants that employ 
such strategies could be engaging in market abuse or other inappropriate conduct. In that 
regard, we encourage regulators to examine the industry for this type of activity and we 
support efforts to provide regulators with the necessary tools to identify and discipline market 
participants engaging in market manipulation and other illegal conduct. 


Second, some believe that an asymmetric access to lit venue market data may have also arisen, 
thus, unfairly advantaging some of the highly automated trading market participants over other 
investors. This is an area where IOSCO could helpfully issue further guidance on what controls 
should exist at the vendor level for the fair distribution of lit venue market data. 


1 
 ESMA consultation of 21 July, 2011 on the Guidelines on systems and controls in a highly 
automated trading environment for trading platforms, investment firms and competent 
authorities. 







We are also interested in IOSCO’s proposal to introduce charges or fees on messages, 
cancellations or high order-to-trade ratios. We believe that the exchanges are in the best 


position to develop and implement a system for the collection of such charges and/or fees. 
Specifically, the exchanges have the most comprehensive data sets to conduct the necessary 
analysis for determining the methodology and process for levying charges or fees based on 
message traffic. We realize that it would be extremely difficult for an exchange to act 
independently on this issue given the potential widespread market effects. Accordingly, we 
recommend that the exchanges engage in a coordinated effort to develop an effective, 
reasonable, and fair system for the imposition of such charges or fees. 


Market data capacity is an issue of great complexity that must be addressed soon, as 
unbounded growth of message traffic is imposing tremendous costs on the industry and 
draining valuable resources of market participants. If this issue is not effectively resolved by 
the exchanges and other members of the industry in a timely manner, regulators may 
eventually issue more prescriptive measures that could inadvertently create market 
inefficiencies and diminish execution quality by increasing transaction costs. 


We concur with IOSCO that the empirical evidence on the impact of High Frequency Trading on 
markets is still scarce due both to a limited availability of appropriate datasets and to the 
empirical and theoretical difficulties raised by the exercise. For this reason, we would urge 
IOSCO to consider a new and robust impact study on the effect of any proposed charge or fee 
on order executions that reach certain thresholds to confirm that any proposed charge or fee 
would only impose additional regulatory burdens on the market participants that are unfairly 
advantaged. We believe that any such impact study should consider (as a hypothesis) whether a 
dynamic and name-specific charge threshold trigger that would be determined by each relevant 
lit trading venue is more likely to achieve the desired result than a static and monolithic charge 
threshold trigger across all markets. We are concerned that a monolithic charge threshold 
trigger across all markets would impact all market participants whether or not they are found to 
be creating any unnecessary strain on the market. Moreover, we would welcome IOSCO 
considering an impact study to establish if any additional risk controls should be introduced. 


Both impact studies (i.e. whether to introduce charge threshold triggers or additional risk 
controls) should consider an exhaustive analysis of the following parameters: 


a. ratio of executions to cancellations; 


b. average order size and average execution size based on visible orders on the limit order 
book; 


c. number of entries on the limit order book on average; 


d. number of cancellations a day; and 







e. evidence of market abuse (i.e. gaming of orders, quote stuffing, momentum ignition and 
layering and spoofing). 


We look forward to a continuing and open dialogue with you on these issues. 


Yours sincerely, 


Patrick c.Chi 	 jJu 


Chief Compliance Officer 	 Eurö,en Gene- 6 1 Counsel 


ITG 	 ITG 	’N. I 
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Dear �Iと Bttkerk,


Re: Public CoⅡ IInent on Consultation Report: Regulatory lssues Raised by the lmpact of
Technological Changes on Market lntegrity and Efflciency


The Japan Securities Dealers Association(」 SDn welcomes the opportunity tt comment on the
consultation pape恥  ``Regulatory lssues｀Raised by the lmpact of TechnOlogical Changes on
�larket lntegrity and Efficiency."


�[arket participants have signiicantly benettted fltOm expansion in the use of innovative


technologies in various aspectso At the same tilne,recent events in lnarkets that、 vere powered
by cutting‐ edge technologies underscore ho、 v critical it is for regulatOrs to carefuユ y watch the


advancement of technology and consider its implications on market infrastructureo We believe


that now is an opportune tilne to review a number of market issues derived from technological


changes with a vie、v tO further enhancing the stability of the market,We have the fo1lo、 ving


comments fl・oHl our eXperts,which focus on QueStiOns 3 and 4 raised in the consultation paper.


キ 士 ★


High Frequency TIlading(HFO is one of the key developments stemming fI・ om recent
technological advances,While the HFT Hlight have sOme positive impacts on the efficiency ofthe
price discovery mechanisn■ , there have increasingly been arguments over the risks posed by
HFT to the resiliency and stability of markets,as described in the consultation paper.In order to


Hlitigate such risks,the possibility ofintroducing the real tilne or pre‐ trade screening of orders


Hlight be exa■lined.


Howevett it is not easy to define HFT and identify orders based on HF■ Furthermore,it also
seems difficult to process the mass� e amount of data and instantaneously identitt Orders that


may lead to lnarket glitcheso Even ifit were possible,the costs for developing such a lnonitoring


system、vould be huge and far exceed its beneFlts.It should also be nOted that such a pre‐trade


monitoring system, as well as the registration requirement for]肛 FT arlns,.light drain the
market's vitality and shrink activity.TherefOre,we believe that,to prevent the recurrence of


market events like the Flash Crash of A/1ay 6,2010,it is l■ ore practical and effective to design


and implement effective trading control lnechanisms,such as circuit breakers,lilnit‐ up/down
and other mechanislns as being implemented at Tokyo Stock Exchange(TSE).







The TSE has employed the following trading control mechanislns 、vhich have successfully
functiOned to avert devastating market priceユ uctuation,that could be further accelerated by
HFT or algorith■ lic trading.First,the TSE has adopted a daily price lilnit,as a basic trading


control mechanism,、 vhich lilnits the lnaxilnum range ofユ uctuation within a single trading day.


Furthermore,the TSE employs a unique tradingェ nechanism called the special quote lnechanism.


Under this system,orders can only be executed immediately within a certain range of the last


executed price. If the execution is likely tO occur outside this price range, execution、 vill be


halted temporarily and a special quote sign is displayed to indicate the imbalance between bids


and offers,and encourage lnarket participants to place balancing orders on the other side ofthe


order books.If no cOunter orders are placed and no trades are executed at the special quote price,


the special quote is renewed at three lninutes intervals.


In addition,since the launch ofits new trading system with high‐ speed processing capacity in


2010,the TSE has implemented a lnechanism that supplements the special quoteェ nechanism,
called the “sequential trade quote". Under this mechanism, when sequential execution of a
single buy/se1l order causes the price to exceed the last execution price plus/1ninus twice the


special quote rene、val price range,a sequential trade quote、 vill be displayed for one lninute to


attract other orders to counter the sharp price 140Vement,and then the order、 vill be l■ atched
againolf no opposing orders that are to be executed within the special quote renewal price range


are placed,the sequential trade quote is replaced with a special quote。


In designing these lnechanisms,regulators should also ensure that equivalent measures are


taken amongェnultiple lnarket venues and between cash and corresponding derivative lnarkets.


Lastlゝ regulatiOn must be designed to preserve the basic functions of the market and its
efficiency.Regulators should cOnsider that it is important to strike an optilnal balance behveen


the beneits of inherent lnarket functiOns and those produced by market regulatiOno We also


believe that it is equally crucial in implementing regulation that regulators have sufficient


expertise and appropriate understanding of incessant market volatility and development to
make appropriate and effective use of the regulatory tools available. Such sensible
il■plementation of regulation by capable regulators lvould foster confidence in market
regulation among lnarket participants.


We hope that our conllnents above will contribute to the IOSCO's task of further enhancing
market integrity and efaciency・


Best regards,


(Executive Chief Of Operations for lnternational Headquarters,
Association)


」apan Securities Dealers
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12 August 2011 


 


Mr. Werner Bijkerk  


International Organization of Securities Commissions (IOSCO)  


Calle Oquendo 12  


28006 Madrid  


Spain 


 


Regulatory Issues raised by the Impact of Technological Changes on Market Integrity 


and Efficiency 


 


Dear Werner, 


 


The Association for Financial Markets in Europe1 (“AFME”) and the International Swaps and 


Derivatives Association (“ISDA”) welcome this opportunity to comment on the IOSCO 


Consultation Report on ‘Regulatory Issues Raised by the Impact of Technological Changes 


on Market Integrity and Efficiency’. 


 


Whilst the Consultation Report focuses predominately on cash equity markets, it also has 


regard in a number of areas to derivatives markets. As the representatives of some of the 


largest users of financial markets, AFME and ISDA are well placed to provide input to this 


consultation. 


 


AFME represents a broad range of European and global participants in the wholesale 


financial markets. Its members comprise pan-EU and global banks, as well as key regional 


banks and other financial institutions.  


 


ISDA is the global trade association for the OTC derivatives markets. It conducts its work in 


three key areas: reducing counterparty credit risk, increasing transparency, and improving 


the industry’s operational infrastructure.  


 


We would like to state at the outset that we support IOSCO’s objective in this Report (as 


mandated by the November 2010 G20 Summit) to “assess the impact of technological 


developments on market integrity and efficiency…and to seek to ensure that financial 


markets continue to fulfil their role of financing the real economy.” 


                                                        
1 The Association for Financial Markets in Europe (“AFME”) promotes fair, orderly, and efficient European wholesale 


capital markets and provides leadership in advancing the interests of all market participants. AFME represents a 


broad array of European and global participants in the wholesale financial markets, and its 197 members comprise 


all pan-EU and global banks as well as key regional banks, brokers, law firms, investors and other financial market 


participants. AFME provides members with an effective and influential voice through which to communicate the 


industry standpoint on issues affecting the international, European, and UK capital markets. AFME is the European 


regional member of the Global Financial Markets Association (GFMA). For more information, visit the AFME website, 


www.AFME.eu. 
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There is no doubt that further research is needed to assess the impact of high frequency 


trading (“HFT”) strategies on markets, especially in terms of its functioning, and the impact 


it has on market liquidity, the price formation process, stability and volatility; including 


during times of increased market stress. We would urge IOSCO to utilize reliable, valid and 


un-conflicted evidence when designing principles for the regulation of HFT.  


 


We hope that IOSCO finds our response to this Consultation Report helpful to its work. 


Given that the impact of technology on markets is a topic which is going to receive increased 


attention from regulatory bodies going forward, AFME and ISDA stand ready to assist the 


regulatory community with any further clarification or further information that it may find 


useful.  


 


Yours sincerely, 


 


 
 


Christian Krohn 


Managing Director 


AFME 


 


 


 


 


 


 


 


 


 


Adam Jacobs 


Assistant Director 


ISDA 
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Q1. What impact have the technological developments in the markets in recent years 


had on your own trading?  Has it encouraged, discouraged or had no impact on your 


willingness to participate on the lit markets, and how does this differ between asset 


classes and/or instruments? 


 


As described in our comments on the Committee’s report on issues raised by dark liquidity2, 


we believe that technological developments have generally had a positive impact on 


financial markets. Technology has led to dramatic improvements in information processing 


and communications and facilitated the development of new trading strategies, such as 


High Frequency Trading (“HFT”).  


 


Through a combination of these technological advancements, and regulatory changes, HFT 


has flourished. The removal of the concentration rule in Europe as part of the Markets in 


Financial Instrument Directive (MiFID) has helped foster a higher level of competition 


between trading venues than was present previously. This increased competition has 


attracted liquidity providers (including HFT firms).   


 


The Consultation Report notes that empirical evidence of the impact of HFT on markets is 


still scarce due to a number of limitations. AFME and ISDA would agree that further 


research is required to examine the levels and quality of liquidity which exists on the lit 


markets. Whilst it is the case that trading volumes have increased and spreads have 


declined (in normal market conditions at least, and at the top of the order book), questions 


do remain as to a wider array of other impacts.  


 


A lowering of the bid ask spread (a component of the more significant total implicit trading 


costs) and increased stock turnover are conditions normally associated with increased 


liquidity. We would broadly agree with the definition of liquidity cited by IOSCO that 


liquidity is the ability to: “trade in large size quickly, at a low cost, when you want”. 


 


However, there are other aspects of liquidity that need to be considered. We consider that 


further research is therefore required to examine the total impact of high frequency trading. 


For example, for those HFT strategies that do provide liquidity, the size of the offered 


liquidity can be small. Together with decimalisation and other technological changes, this 


has led to a reduction of larger sized orders on the lit markets. With that in mind, a 


differentiated approach should be taken, that takes into account the effects of high 


frequency trading on a market-by-market basis.   


 


 


Q2. What are your views on the suggestion that proprietary trading firms (including 


HFT firms) that are not currently subject to registration / authorisation by a 


regulator should be required to obtain such a registration / authorisation? Are there 


specific regulatory requirements you believe such firms should face? 


To what extent do your answers differ if the proprietary trading firm accesses the 


market as the customer of an intermediary firm through DEA (i.e. under that 


intermediary’s trading rules/codes) rather than as a direct member of the market 


itself? 


                                                        
2
 See Letter from Christian Krohn, Managing Director, Association for Financial Markets in Europe & Ann Vlcek, 


Managing Director, SIFMA, to Werner Bijkerk, Senior Policy Advisor, IOSCO (Feb. 1, 2011). 
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We are of the view that a proprietary trading firm (i.e. a firm dealing as principal and not as 


agent) which is a direct member of a trading venue should be subject to the registration or 


authorisation requirements of the relevant regulator. The minimum suite of regulatory 


requirements for such a firm should include, but not be limited to: fitness and propriety, 


internal systems and controls, financial adequacy and record keeping.  


A firm which accesses a market via an intermediary’s systems should be subject to some 


degree of oversight by regulators. Our member views varied as to whether this should   


include registration / authorisation. In either case, regulators should recognise that where 


an intermediary offers DEA, it retains regulatory responsibility for the firm’s access and will 


accordingly carry out ‘Know Your Customer’ checks which essentially cover risk, credit, and 


corporate structure and background checks.  


We do not think however that HFT firms should be subject to separate and distinct 


regulatory requirements. All proprietary trading firms (as envisaged by the question) 


should be treated equally.  


 


Q3. What recommendations, if any, would you propose to strengthen the regulatory 


requirements around pre- and post-trade risk controls?  In particular, what 


measures, if any, do you think regulators should introduce that relate specifically to 


the use of and risks posed by algorithmic trading and/or HFT? 


 


As a general matter, we support pre and post trade risk controls on market access. We are 


of the view that the current pre trade risk controls provided by intermediaries are adequate 


to manage the risks associated with algorithmic trading. HFT presents an additional set of 


challenges which means that firms and trading venues must ensure that their risk controls 


are sufficiently capable of dealing with the risks presented. Reviewing existing regulatory 


requirements and the minimum standards for pre-trade risk controls applicable to 


intermediaries acting on behalf of HFT firms, as well as pre-trade risk controls for trading 


venues could therefore be useful (as envisaged by ESMA).  


 


We are also in favour of a ban on naked sponsored access in Europe; as is the case already 


in the United States under Rule 15c3-5. We believe that firms should be subject to the 


appropriate pre-trade, intra-trade and post trade controls provided by intermediaries.  This 


will serve to mitigate the risks associated with firms accessing venues without the 


appropriate controls in place. 


 


In the post-trade space, we think that post-trade risk controls could be improved by the 


implementation of a European consolidated tape, which would allow regulators to perform 


their supervisory functions more effectively. 
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Q4. To what extent do you believe the use of trading control mechanisms such as 


circuit breakers and limit-up/limit-down systems by trading venues  should be 


mandated?   


If you believe they should be mandated, should venue operators be permitted to 


design their own controls or should they be harmonized / coordinated across venues 


(including between interrelated instruments such as a derivative and its 


underlying)? 


 


We are of the view that there would be value in coordinating circuit breakers and limit-up / 


limit-down systems between different trading venues, as this may serve to reduce volatility 


across markets. We note that in the SEC’s preliminary report on the 6 May ‘flash crash’, the 


SEC concluded that the imposition of disparate volatility rules may have had the effect of 


exacerbating, rather than dampening, price volatility since orders may be routed to other, 


less liquid venues for immediate execution rather than waiting out the pause in trading.  


 


The rules of the various trading venues regarding circuit breakers and limit-up/limit-down 


systems should be the same (or as close as possible) in order to avoid any arbitrage 


between these venues. Trading controls should be appropriately calibrated, monitored and 


reviewed in close consultation and co-operation with trading venues and their participants.  


In Europe, these rules would need to be carefully calibrated across exchanges and MTFs, 


within a flexible framework that allows calibration according to the specific market models 


of each venue.  This will ensure that unexpected or negative consequences on markets in 


certain circumstances are avoided, such as unnecessary halts in trading and subsequent 


reductions in liquidity. 


 


We think that identifying those related derivative instruments which should be included 


within trading control mechanisms is a complex and difficult task and would require further 


analysis by regional regulators to take account of the specificities of their local markets. For 


example, it would be difficult to determine at what threshold an index derivative should be 


deemed ‘related’ to a particular stock and therefore included within a circuit breaker.  


 


We are of the view that the inclusion of related derivatives would probably not be relevant 


in Europe at this stage. We are not convinced as to whether there is sufficient liquidity in 


derivative products to warrant their inclusion within circuit breakers. However, as markets 


evolve, this situation may change. 


 


Following the events of 6 May in the United States, the SEC approved stock by stock circuit 


breakers that pause trading in S&P 500 stocks across all US equity markets for a five minute 


period, in the event a stock experiences a ten per cent change over the preceding five 


minutes. We have been supportive of the implementation of these market wide measures. 


 


 


Q5. To what extent do you believe market maker schemes offered by trading venues 


should be subject to mandatory minimum criteria?  Should the criteria be 


determined by the trading venue alone?  To what extent do you agree with the 


suggestion that the use of stub quotes should be prohibited? 


 


There is a significant amount of competition between venues in Europe for attracting 


electronic market makers; MTFs in particular are very reliant on market makers such as 


HFT for sustaining their business model. Fee structures are under almost constant review 
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and we believe that this competition mitigates the risk of discrimination between venue 


participants. The implementation of regulation in this area may distort the current 


competition model; however it may also lead to a harmonisation of standards that could 


ensure that the integrity of the term “market maker” is upheld - thus potentially providing 


confidence to the investing community. The competition benefit and arbitrage 


opportunities of differing multi venue market making criteria should be balanced with the 


importance of quote and market integrity.  


 


If minimum criteria are mandated, and traders are obliged to provide two way quotes, they 


would be taking on added risk, with a possible result being a reduction in liquidity. 


However, liquidity may also increase due to a plausible improvement in liquidity 


confidence. Liquidity transience should be researched, and these outcomes reviewed before 


any policy decisions are taken. Traders would need to be incentivized to offset the 


additional cost of risk.  


 


We agree with the suggestion that stub quotes should be prohibited. 


 


Q6. Do you have suggestions for improvements to regulators’ surveillance 


capabilities with respect to the markets and modern trading techniques? Please 


elaborate. Who should bear the cost of investing in such capabilities and the cost of 


operating and supervising the markets in order to ensure fairness among market 


participants? Please elaborate. 


 


AFME and ISDA acknowledge that changes in technology and market practice have made it 


necessary for regulators to review their surveillance capabilities. Given the potential 


substantial costs of those capabilities, we urge regulators to ensure that any further spend 


on surveillance technology is proportionate to its benefits. Referring to the global and 


increasingly multi-product nature of HFT, we also encourage cooperation among regulators 


to leverage additional capabilities on an international basis.  


 


The cost of investing in additional surveillance technology will have to be incurred by the 


regulators and should be shared amongst all market participants. There should not be 


specific firms or practices which incur additional charges.  


 


We are also of the view that, as mentioned above, the implementation of a consolidated tape 


in Europe would help regulators perform their market supervision work more effectively. 


This would include, as an enabling measure, standardisation of the content, format and 


meaning of trade data. 


 


In some cases, investment in new technology may bring cost savings for regulators as the 


amount of manual validation that they would have to engage in would be reduced.  


  


 


Q7. What do you perceive as the major causes of settlement indiscipline and 


settlement failures?  What steps, if any, do you believe regulators should take to 


address these causes? 
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We are not aware of any particular problem with settlement indiscipline or settlement 


failure in Europe. To the extent that settlement failures do exist, there are a multitude of 


different reasons for this, and HFT is unlikely to be one of them. 


 


In the European cash equities context, HFT strategies would very often seek to end the day 


with a net flat position and would therefore not have any settlement obligations. In the 


derivatives context, we do not see settlement discipline as an issue.   


 


Q8. Have the appropriate steps been taken to limit or manage conflicts of interest 


that arise where an investment firm simultaneously conducts client-serving activities 


and proprietary trading or a trading participant is also a shareholder in a venue on 


which it trades?  If you believe conflicts management is inadequate, please explain 


how this manifests itself and any recommendation you have for how conflicts 


management could be improved. 


 


In Europe, there are already measures in place to deal with conflicts of interests. MiFID 


requires European investment firms to manage properly their potential conflicts of interest 


and disclose them to their clients. Furthermore, regulators have regularly assessed the way 


European investment firms have implemented such provisions, notably using onsite 


inspections. 


 


In addition, following the introduction of MiFID, the Inducement rule and Best Execution 


policies have been designed and implemented to protect clients’ interests and mitigate any 


conflicts. 


 


When client-serving activities and proprietary trading are simultaneously conducted or 


when a trading participant is also a shareholder in a venue on which it trades, the relevant 


investment firms should comply with specific rules and regulation to prevent and avoid 


conflicts of interests. In this context, they should currently comply with the following rules:  


 


• to create and maintain an effective conflicts of interest policy identifying the 


circumstances which constitute or may give rise to a conflict of interest.  


• such policy should specify procedures to be followed and measures to be adopted in 


order to manage such conflicts,  


• to identify the business departments conducting client-serving activities and 


proprietary trading, 


• to send relevant disclosure to clients, 


• to implement separation (including a physical one) of these departments in order to 


avoid any undue disclosure of information. 


 


 


However, it is important that the regulation around conflicts management is regularly 


reviewed to ensure that the measures in place are appropriate.   


 


Q9. Do you think existing laws and rules on market abuse and disorderly trading 


cover computer generated orders and are relevant in today’s market environment? 
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We believe that in order for regulators to detect market abuse, they would have to gain a 


holistic understanding of the computer generated strategies being employed in each case. 


Regulators would then be able to make a more informed assessment than if they only 


considered individual orders and trades.   


 


There is no doubt however that market abuse regimes should be able to capture potentially 


abusive or manipulative strategies such as layering or spoofing; and that regulators should 


have the surveillance systems in place to detect this kind of activity.  


 


If the regulator has concerns over possible breaches of the market abuse regime in Europe 


as it currently stands, research into this area should be initiated. Although time consuming 


and costly, it may help to put to rest wider concerns if conducted effectively.  


 


Q10. Are there any strategies employed by HFT firms that raise particular concerns? 


If so, how would you recommend that regulators address them? 


 


We believe that in the absence of clear market abuse or manipulation (under current 


definitions and in reference to question 9), attempting to categorise particular HFT or other 


electronic strategies which raise concern is fraught with difficulty. The concept of “concern” 


is difficult to define and very wide ranging. Whilst a strategy may benefit one firm it may be 


concerning for others.  Concern may also be raised in a macro sense in relation to overall 


stability. 


 


Without further clarity, it is difficult to provide firm views on this. AFME would welcome 


further discussion with IOSCO on this topic.     


 


It is also the case that existing trading strategies, whether HFT or otherwise, will evolve in 


ways that may outpace regulatory efforts to categorise them, and entirely new trading 


strategies will develop at a rapid pace. With that in mind, suitable scenario planning should 


be catered for and regulators should ensure that a suitable framework is in place to mitigate 


risks such as an appropriate market abuse regime and robust systems and controls for 


investment firms and trading platforms.  


 


We would however like to highlight to IOSCO the practice of (sub-penny) arbitrage, 


whereby HFTs buy and sell stocks purely with the interest of optimising rebates received 


from trading venues. Given rebates are supposed to be paid to selected market participants 


for providing (as opposed to taking) liquidity, we consider further research is required to 


examine the impact of this practice against the broader definition of liquidity. It could be 


perceived that the liquidity offered by this strategy is not meaningful as it only seeks to ‘get 


ahead’ of existing liquidity.   


 


Q11. Should charges or fees be imposed on messages, cancellations or high order-to 


trade ratios?  If so, how should the fees or charges be determined and on what basis? 


 


It may not be appropriate for regulators to intervene in the commercial pricing policies of 


trading venues with respect to messages, cancellations or high order to trade ratios unless 


there is cause to do so.  
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Should empirical analysis of the EU markets find particular issues with the volume of order 


cancellations or high order-to-trade ratios, we would suggest a process of gradual increases 


in costs for cancellations be implemented by trading venues as a disincentive. Given that the 


industry and market place must bear the cost of constantly increasing message rates, some 


deterrent against high order cancellation rates may be appropriate. 


 


However, it is likely that given the nature of HFT strategies, charges or fees in this area 


would have the effect of restricting liquidity provision.  


 


Some venues (e.g. NASDAQ OMX) already self impose order to execution volume limits 


through higher trading tariffs. Venues should be able to set limits based on the platforms 


performance and capabilities. 


 


Q12. Should market operators be required to make their co-location services 


available on a fair and non-discriminatory basis? 


 


Yes, we fully support fair and non-discriminatory access to co-location facilities.   


 


Q13. Should market operators be required to provide testing environments to enable 


participants in stress test their algorithms?  If so, what kind of minimum 


requirements are reasonable? 


 


We believe that testing environments could be helpful to enable HFT to stress test their 


algorithms. To be approved in this test environment, certain criteria would need to be 


applied.  


 


Due to the nature of HFT, test environments would need to replicate the performance of live 


systems. This would be a costly investment, and the benefits would need to outweigh the 


cost of new test environments.  


 


Further research should be conducted into this area, particularly into the impacts of such 


testing on competition and on the possible improvements in market microstructure 


confidence. 
 


Q14. To what extent do you have other comments related to the risks to market 


integrity and efficiency raised by the issues in this report? 


 


We have the following additional comments to make: 


 


Naked Access 


We would like to reiterate our support for a ban on naked sponsored access in Europe; as is 


the case already in the United States under Rule 15c3-5. We believe that firms should be 


subject to the appropriate pre-trade, intra-trade and post trade controls provided by 


intermediaries.  This will serve to mitigate the risks associated with firms accessing venues 


without the appropriate controls in place. 
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Post Trade Infrastructures 


In a highly automated trading environment, when volatility and volumes may be high, any 


additional liquidity may be difficult to manage by the relevant post-trade infrastructures. 


Clearing houses and central securities depositories should be robust and be submitted to 


appropriate requirements in order to be able to provide their services properly and avoid 


any failure or buy-in. 


 


It has to be underlined that the European Markets Infrastructure Regulation (EMIR) 


envisages creating such a framework for post-trade infrastructures providing their services 


in the cash equity environment. 


 


OTC Derivatives 


In respect of the use of technology for the trading of derivatives, we note the G20 


commitment that “all standardised OTC derivative contracts should be traded on exchanges 


or electronic trading platforms, where appropriate”. 


 


As a general point, the report illustrates the challenge of putting in place regulation that is 


sensitive to the behaviour of users of financial exchanges.  As such, it would be misleading 


to assume that moving OTC derivatives transactions onto exchanges will necessarily make 


for more straightforward supervision, or for greater efficiency – indeed, ISDA transparency 


tests demonstrate how competitive pricing is in OTC derivatives markets.[1]  


 


More importantly, we believe that mandating or incentivizing use of particular trading 


platforms for derivatives where such products are not suited to their use will be to the 


detriment of investors, as mandating the use of electronic venues  could  adversely affect 


liquidity and thereby increase volatility.  


 


In short, an important part of promoting market integrity and efficiency, particularly in the 


context of derivatives markets, is ensuring the ability of investors to choose the form of 


execution that best suits their needs, whether that be on exchange or OTC. 


 


 


 


                                                        
[1]


 http://www2.isda.org/improving-transparency/ 








 


 


August 12, 2011 
 
BY ELECTRONIC MAIL  
 
Mr. Werner Bijkerk 
market-integrity@iosco.org 
International Organization of Securities Commissions (IOSCO) 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
Re: Public Comment on Consultation Report: Regulatory Issues Raised by the 


Impact of Technological Changes on Market Integrity and Efficiency 
 
Dear Mr. Bijkerk: 
 
Knight Capital Group, Inc. (‘Knight’)1 welcomes the opportunity to comment on the 
Consultation Report regarding Regulatory Issues Raised by the Impact of Technological 
Changes on Market Integrity and Efficiency of the Technical Committee (the 
“Consultation Report”) of the International Organization of Securities Commissions 
(“IOSCO”).  We support the FIA European Principal Traders Association (“EPTA”) 
Response to the IOSCO Consultation Report. Please find Knight’s additional overview 
and answers to specific questions that IOSCO requested addressed in this letter.  
 


                                                 
1 Knight (collectively with its subsidiaries, "Knight") has three operating business segments, Equities, 
Fixed Income, Currencies and Commodities (FICC) and Corporate. The Equities segment includes all 
global equities market-making and trading, including electronic trading and traditional sales and trading, 
within Knight Capital Americas, L.P., Knight Execution & Clearing Services LLC, Knight Capital Europe 
Limited and Knight Capital Asia Limited. Products and services in this segment include Corporate Access, 
EdgeTrade Algorithmic Suite, Knight Link, Knight Match and Knight Strategic Research.  The FICC 
business segment includes institutional fixed income sales, trading, research and capital markets within 
Knight Capital Americas, L.P., Knight Capital Europe Limited, Knight Asia Europe Limited and Knight 
Execution & Clearing Services LLC, which also includes Knight BondPoint which offers electronic fixed 
income trading solutions and the Hotspot FX foreign exchange ECN.  Corporate includes strategic 
investments in financial services-related ventures, corporate overhead expenses and all other expenses that 
are not attributable to the Equities and FICC segments. 
 
Knight Capital Europe Limited (“KCEL”) is a U.K. registered broker-dealer that provides execution 
services for institutional and broker-dealer clients in U.S., European and international equities. KCEL is 
authorized and regulated by the FSA and is a member of the London Stock Exchange, Deutsche Börse AG, 
Euronext N.V. (incorporating Euronext Amsterdam, Euronext Brussels, Euronext Lisbon and Euronext 
Paris), Borsa Italiana, OMX (incorporating the Copenhagen Stock Exchange, Helsinki Stock Exchange and 
Stockholm Stock Exchange), Oslo Børs, virt-x and Weiner Börse. 
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BACKGROUND 
 
Knight opened for business in 19952. Built on the idea that the self-directed retail investor 
would desire a better, faster and more reliable way to access the market, Knight began 
offering execution services to discount brokers. Today, Knight services some of the 
world’s largest institutions and financial services firms, providing superior trade 
executions in a cost effective way for a wide spectrum of clients in multiple asset classes, 
including: equities, fixed income securities, derivatives, and currencies.  
 
Knight Capital Europe Limited (KCEL), a wholly owned subsidiary of Knight, opened 
for business in 1998.  Today KCEL provides high-quality, client focused trade execution 
and sales trading services to more than 1,000 European clients.  Through our network of 
local brokers, extensive exchange memberships and market access solutions, our clients 
can access KCEL’s full range of voice trade execution services. KCEL also provides a 
direct market access solution and algorithmic trading on its electronic trading platform, 
Knight Direct. KCEL’s market making business provides liquidity to nearly all of the 
equity trading venues in Europe as well as a large number of institutional and retail 
broker dealer clients through our Knight Link platform.  Additionally, we are one of the 
largest Retail Service Providers (RSP) in the UK, making markets in a wide range of 
London Stock Exchange (LSE) listed securities as well as a retail market maker on the 
Equiduct regulated market. KCEL’s fixed income division provides research and trade 
execution in high-yield and high-grade corporate bonds as well as distressed asset-backed 
securities, convertible bonds and bank loans.  KCEL also provides clients with access to 
Knight’s currency ECN, Hotspot, which provides clients with complete anonymity and 
increased control over FX trade executions. 
 
Knight has spent the last 15 years building its technology infrastructure so that it can 
process millions of trades a day on behalf of retail and institutional investors – in a fast, 
reliable, cost effective manner, while providing superior execution quality and service. 
Knight spends tens of millions of dollars every year, making its technology platform 
better, faster and more reliable. Knight’s data centres are some of the most reliable in the 
industry. Today, Knight has the capacity in the US to process over 20 million trades per 
day, with connectivity to nearly every source of liquidity in the global equities market, 
and trade response times that are now measured in milliseconds. Years of research and 
development, technology platform enhancements, and connectivity to liquidity wherever 
it resides are all brought to bear with a single purpose in mind: securing the highest level 
of execution quality for  Knight’s customers which includes some of the world’s biggest 
retail brokers and, in turn, their clients  – the retail investor. 


                                                 
2 Knight, through its subsidiaries, is a major liquidity center for U.S. and international equities, fixed 
income securities, and currencies.  On active days, Knight can execute in excess of 10 million trades, with 
volume exceeding 15 billion shares.  Knight’s clients include more than 3,000 broker-dealers and 
institutional clients.  Currently, Knight employs more than 1,400 people worldwide.  For more information, 
please visit: www.knight.com. 
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EXECUTIVE SUMMARY 
 
Technological advances and an evolving regulatory framework have raised the level of 
competition in the European capital markets, with many associated benefits for investors.  
Today's European market is more transparent, more efficient and accessible at a lower 
cost than ever before.  Technology has been at the forefront of allowing the 
transformation from slower and costly trading to cheaper and quicker executions. In most 
cases, technology has created efficiencies and effectiveness as legacy trading models are 
updated to fit the new trading environment. 
 
As the European trading landscape evolves certain practices will be replaced, others will 
be adapted and certainly, in many cases, various types of trading practices will coexist 
side by side. Knight believes in a robust regulatory environment that fosters innovation 
and competition. 
 
We welcome the opportunity to assist IOSCO in helping to formulate principles that will 
drive improvements in the European marketplace. Generally, in terms of overarching 
themes, we support the European Securities and Markets Authority (“ESMA”) approach 
to governance guidelines.  The Consultation Report is an important step in that ongoing 
process, and we respectfully submit that any proposed regulatory changes or frameworks 
for best practice must satisfy two criteria: 
 


1. It must meet a cost benefit analysis; i.e., there must be a proven failure in current 
market structure and/or regulation and the cost of the proposed solution to all 
affected participants must not outweigh the benefits; and 


2. In order to identify proven failure there must be reliable data, possessed and 
appropriately assessed by regulatory authorities, that demonstrates such failure. 
Much of the debate to date has been characterized by opinion and conjecture 
rather than data and fact.  Opinion and conjecture are particularly dangerous 
when fuelled by vested interest.  


Overall, we view the marketplace in a holistic way where a wide variety of investors and 
traders interact in order to accomplish their goals. When reviewing the HFT component 
of the Consultation Report we would like to reiterate certain points made in our comment 
letter relating to the Concept Release on Equity Market Structure published by the U.S. 
Securities and Exchange Commission (SEC) in January 2010.  Specifically,  
 


“As a subtext to many of the discussions around U.S. equity market 
structure, there is a sense among many that the goals of short-term 
market participants, such as traders, and long-term market 
participants, such as investors, are not aligned. Knight disagrees 
with this assessment and believes whether an investor or trader’s 
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time horizon is measured in seconds, days, weeks, months, years or 
decades, each market participant desires the best execution 
possible. Further, it has become apparent as a result of various 
discussions that there seems to be a sense that the market has 
become unfair over time and that technology and innovation have 
put certain classes of investors at a disadvantage. As we have 
stated, we disagree and believe that by all measures, there has 
never been a more equitable playing field for institutional and 
retail investors in trading U.S. equities.”3  


 
Please find below our answers to a select group of the IOSCO questions: 
 
RESPONSES 
 
 Q1 What impact have the technological developments in the markets in recent 
years had on your own trading?  
 
Knight believes that technology has profoundly altered how exchanges, brokers, and 
dealers trade.  As stated so succinctly, “In some cases, innovative trading systems are so 
different from traditional ones that many people outside of market professionals, 
including some political leaders and regulators do not fully appreciate how they work and 
the many benefits that they offer to investors and to the economy as a whole.”4 In other 
cases, the similarities with pre-electronic are so great that processes and workflows that 
have been occurring for decades or longer have been translated into an automated, 
electronic process. 
 
Overall, Knight believes that technological developments have been a profoundly 
positive force in creating a faster, more efficient, more effective, less expensive and fairer 
trading environment.  
 
As such, Knight has invested significantly and continuously to provide clients with faster, 
more efficient market access to the myriad of trading venues that exist. Knight has 
introduced direct market access (DMA), algorithmic trading, and various internal 
crossing systems to provide the best means of executing and trading in this quickly 
changing environment. 
 
Has it encouraged, discouraged or had no impact on your willingness to participate 
on the lit markets, and how does this differ between asset classes and/or 
instruments?  
 


                                                 
3 See Knight’s comment to Securities Exchange Act Release No. 34-61358, citing “The Economics of 
Trading in the 21st Century” Angel, James; Harris, Lawrence; Spatt, Chester February 23, 2010. 
4 “The Economics of Trading in the 21st Century” Angel, James; Harris, Lawrence; Spatt, Chester February 
23, 2010. 
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Our willingness to participate on lit markets has not decreased as we provide millions of 
client executions a day with the primary objective of best execution – which may, or may 
not; involve accessing liquidity on the lit markets. However, our willingness to trade in 
dark markets has increased as such markets offer the opportunity for price improvement 
and reduced market impact.  The decision tree is continuously changing, but ultimately it 
depends on the size, immediacy and other requirements for each individual order. Knight 
believes that competitive forces and technological innovation are constantly changing the 
paths to creating liquidity. As a starting point, on the equities front, the network of 
connected and different types of venues has created a market ecosystem that relies on 
choice and innovation. Overall, we continue to increase our willingness to participate on 
all venue types. On both the principal and agency side, we have seen extremely rapid 
volume growths over the last decade. On the client front, we remain driven by our 
client’s own demands and requirements as to which venues, light or dark, that they 
instruct us to route their orders to. We participate on multiple venues both lit and dark 
seeking the best opportunity to interact with liquidity at the lowest implicit and explicit 
costs. In absolute terms, we certainly continue to grow our participation on lit markets. 
 
Q2 What are your views on the suggestion that proprietary trading firms (including 
HFT firms) that are not currently subject to registration/authorisation by a 
regulator should be required to obtain such a registration/authorisation?   
 
Knight agrees that automated trading poses a challenge in relation to the potential for 
increased systemic risk and the monitoring of market conduct in the event of 
misprogrammed or rogue algorithms or other fundamental technology failure.  We 
advocate for a more comprehensive approach to the guidelines setting out when a firm 
should require regulatory approval to ensure that this segment of the market is 
appropriately supervised.  This approach will be vital in ensuring that the systemic risk 
posed by automated trading activity is appropriately identified and managed by firms 
themselves, and supervised by Competent Authorities. 
 
 
Are there specific regulatory requirements you believe such firms should face?  
 
We believe that guidance on control requirements could usefully be produced by, for 
instance, ESMA, but the systems and controls regime should be principle based and 
applied, appropriately, by the senior management of regulated firms in their context of 
their regulated activities. 
 
 
To what extent do your answers differ if the proprietary trading firm accesses the 
market as the customer of an intermediary firm through DEA (i.e. under that 
intermediary’s trading rules/codes) rather than as a direct member of the market 
itself?  
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Knight believes market participants should be able to access the market directly or 
through an intermediary. There is a place for both models in a dynamic, healthy and 
competitive marketplace. The SEC in the U.S. has spent a great deal of time on this issue 
and we would recommend IOSCO reviewing the recently adopted SEC Rule 15c3-5 as 
one step toward additional insights. We believe the obligations on such firms should be 
identical, irrespective of whether market access is via an intermediary or direct to market.  
However, intermediaries providing such services should additionaly be required to ensure 
that such business is appropriately risk controlled and in compliance with the rules of the 
relevant market to which it is providing access.   
 
 
Q3 What recommendations, if any, would you propose to strengthen the regulatory 
requirements around pre- and post-trade risk controls?  
 
Knight proposes the following: 
1. Principle based requirements around the governance process for design, testing 


and release of trading strategies; 
2. Pre-trade DMA controls for fat finger, counterparty risk and market conduct; 
3. Post-trade monitoring for counterparty risk and market conduct; and 
4.  A consolidated European tape is the starting point to properly address pre- and 
post-trade risk controls in Europe. From a  regulatory and perspective, we believe that  
the proper surveillance of markets will be both more effective and more comprehensive if 
prudential regulators are analyzing a complete data set for potential trading irregularities, 
improper conduct et cetera.   
 
 
In particular, what measures, if any, do you think regulators should introduce that 
relate specifically to the use of and risks posed by algorithmic trading and/or HFT?  
 
Only principle based requirements around governance and risk management controls 
should be considered. 
 
 
Q4 To what extent do you believe the use of trading control mechanisms such as 
circuit breakers and limit-up/limit-down systems by trading venues should be 
mandated? 
 
Knight generally supports the addition of a mechanism to pause trading in times of 
extreme volatility, although as we observe stock circuit breakers during periods of great 
volatility we are becoming concerned about their utility and effectiveness.  We strongly 
suggest that a holistic approach be applied with regard to circuit breakers, limit-up/limit-
down systems and other trading breaks including and any system-wide market pauses.  
We continue to have concerns relating to the manner in which the various regulatory halts 
might interact in a given market place. 
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Knight recommends prudence and reflection as it relates to the adoption and 
implementation of circuit breakers and limit-up/limit-down (LU/LD) rules.  First, we are 
concerned about potentially introducing an unknown level of complexity into the equity 
market micro-structure.  Will investors and market participants fully understand the 
application of this rule and the impact of the limit up/down bands to their orders?  While 
LU/LD mechanism appears to have worked successfully in the futures markets, the retail 
equity investor does not typically interact in that marketplace.   Professional traders and 
dealers are more common participants in the futures markets.  Thus, investor education 
will be critical for the success of any such initiative.  Without it, there will be a great deal 
of confusion, with investors questioning why their orders are not being immediately 
executed.  This could lead to the erosion of investor confidence, which is the antithesis of 
the rule’s design.   
 
 
 If you believe they should be mandated, should venue operators be permitted to 
design their own controls or should they be harmonised/coordinated across venues 
(including between interrelated instruments such as a derivative and its 
underlying)?  
 
Circuit breakers already exist in many European trading venues, but further work is  
necessary to ensure harmonization across all venues; From the insights gained from the 
US May 6 ‘Flash Crash’, it is clear that coordination between all RMs and MTFs is 
needed to make the mechanism effective.  This is certainly predicated on the presence of 
a European consolidated tape so that the benchmarks used are clear. 


 
 
Q5 To what extent do you believe market maker schemes offered by trading venues 
should be subject to mandatory minimum criteria?  
 
Knight generally supports the idea that participants who provide liquidity should have 
some type of obligations. These obligations can take various forms in different markets. 
Market making is a crucial risk taking activity that provides tremendous benefits to all 
market participants. Liquidity provision is crucial to a properly functioning market place. 
Knight supports the view that market makers should be willing to submit to certain 
obligations as part of their general risk taking in a marketplace. Knight believes that 
market maker obligations should include some combination of the following: 
 


• Best Price Obligation: Publish continuous, two-sided attributable or non-
attributable quotations with certain value minimums. Depth Obligation: Market 
makers should be required to provide depth. 


• Maximum Quoted Spread Obligation -- The Best Price Obligation should be 
subject to a maximum quoted spread obligation. 
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• Minimum Stock Requirement -- Market makers should be required to meet 
standards in a minimum number of stocks (e.g., 100 or more symbols).  


• Facilitate customer order-flow. 
 
Market makers and firms that provide liquidity need to be rewarded for risking their 
capital and providing the other sides of trades in a variety of market conditions.  
 
This will also depend on market circumstances, as market makers cannot be expected to 
catch ‘falling knives’. For instance during extreme market volatility, most quantitative 
models built for electronic market making are not fitted for ‘black swan’ events, as such 
it would be irresponsible to expect market making firms to continue their activity under 
such circumstance. 
 
Should the criteria be determined by the trading venue alone?  
 
There is logic to some basic type of standard across venues. This would avoid market 
making criteria on a particular venue becoming a competive differenator. That said, there 
are a variety of venue types and hence market making or liquidity provider schemes need 
flexibility to fit these different market models that occur across Europe. 
 
To what extent do you agree with the suggestion that the use of stub quotes should 
be prohibited?  
 
Knight believes there are better alternatives than stub quotes such as plans that encourage 
market makers to quote within reasonable bands around the best bid and best offer. There 
should also be consideration for excused withdrawals. 
 
Q6 Do you have suggestions for improvements to regulators’ surveillance 
capabilities with respect to the markets and modern trading techniques? Please 
elaborate.  
 
A consolidated tape is essential to the proper evolution of the European market as well as 
the proper surveillance of the marketplace. Surveillance capabilities will be both more 
effective and more comprehensive if prudential regulators are analyzing a complete data 
set for potential trading irregularities, improper conduct et cetera.  To begin with, it 
would be the glue which holds together the disparate liquidity that is arising on the 
continent. But more importantly, it is the starting point from which nearly every 
innovation regarding the proper and complete analysis of equity trading begins. 
Furthermore, it is crucial to keep in mind that large institutions that have the resources 
and expertise will always be able to create their own proprietary views of the overall 
marketplace, but where does that leave smaller firms, and moreover, where does that 
leave the European retail investor? Without a European Consolidated tape there will 
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never be the proper tools, nor view of the market to create real and meaningful 
benchmarks for measuring the effectiveness of a venue’s pricing.  


 
Who should bear the cost of investing in such capabilities and the cost of operating 
and supervising the markets in order to ensure fairness among market participants? 
Please elaborate.  
 
The simplest solution for proper implementation of a consolidated tape would be to 
create a new entity, for instance The European Consolidated Tape Association (ECTA), 
modelled after the Consolidated Tape Association (CTA) in the US, or the Consolidated 
Tape Delivery Authority (CTDA). The cost of operating and supervising will be shared 
by market participants. We believe a commercial response is not recommended as such a 
solution needs to be affordable to the widest audience possible. 
 
Q7 What do you perceive as the major causes of settlement indiscipline and 
settlement failures?  
 
We do not see wide-spread evidence of settlement ‘indiscipline’.  There will always be 
some ‘unperformers’ in any market but we are not aware of any market-wide issues that 
demand a specific regulatory response. We certainly do not see short-selling as a 
significant contributory factor and would strongly argue against any further regulation in 
this area. Most likely some settlement failure is inevitable in any market.   
 
We have no real views on this point other than we do not see any systemic or market-
wide issues. 
 
What steps, if any, do you believe regulators should take to address these causes?  
 
No action required. 
 
Q8 Have the appropriate steps been taken to limit or manage conflicts of interest 
that arise where an investment firm simultaneously conducts client-serving activities 
and proprietary trading or a trading participant is  also a shareholder in a venue on 
which it trades? 
 
Knight respectfully refers IOSCO to the letter SIFMA has submitted for a comprehensive 
overview of the approach U.S. regulators utilized with regard to this question. 
 
   
Q9 Do you think existing laws and rules on market abuse and disorderly trading 
cover computer generated orders and are relevant in today’s market environment?  
 
Any market abuse or disorderly trading practices including various forms of fraud or 
manipulative trading should be detected, analysed and stopped whether the trade was 
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generated by a computer of a human.  Illicit trading practices have always been illegal, 
and should be subjected to rigorous enforcement.  While these practices do exist, we do 
not believe that they are prevalent.  Many of these can be countered by anti-gaming 
algorithms.  Others should be considered market abusive and the perpetrators dealt with 
accordingly. 
 
Q10 Are there any strategies employed by HFT firms that raise particular 
concerns? 
 
We are not sure if any of the following list of potentially concerning practices are 
actually practiced in any meaningful way. We are not aware of any studies that have 
analysed whether any of these strategies are widely practiced. We believe there are a 
number of ‘predatory’ practices which include: Liquidity Detection / Order Anticipation: 
Algorithms that legitimately look for hidden liquidity in the market but can be used for 
improper purposes; Momentum Ignition: In advance of initiating a series of order or 
trades to ignited a rapid price move either up or down, a trader will have put a position 
on to benefit from this creation of market movement; Quote stuffing: A means of 
obfuscating  orderbooks or introducing latency by placing a large number of orders with 
the specific intent of impairing other computer systems.; Painting the tape: The creation 
of volume by trading with oneself with no legitimate economic reason. 


 
 
 If so, how would you recommend that regulators address them?  
 
Market abuse, in any form, should not be tolerated. Regulators should pursue the 
perpetrators with the same vigor irrespective of their market access tools. 


 
 
Q11 Should charges or fees be imposed on messages, cancellations or high order-to-
trade ratios?  
 
We do not believe so. Cancellations and/or cancel/replaces are due to changes in risk 
tolerance as market conditions vary. Chances in market conditions could be affected by: 
market direction, other ‘related’ assets and loss of opportunity. Strategies that yield high 
cancels do not mean that the orders were not real or unintended for execution. 
 
 
Q12 Should market operators be required to make their co-location services 
available on a fair and non-discriminatory basis?  
 
Knight believes that co-location facilities should be made available to exchange members 
and other persons using such facilities on fair and reasonable terms and pursuant to fees 
that are equitably allocated among members and other persons using those facilities. We 
do not feel that there is any discrimination between participants per se in the co-location 
offering, but exchanges are in fact pricing their facilities at a significant premium to what 
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normal data centre space would cost.  This has resulted in the exclusion of participants 
who would otherwise co-locate. Knight is of the opinion that if IOSCO Commission 
believes this to be discriminatory, it should be referred to the competition commission for 
additional consideration. 
 
 
Q13 Should market operators be required to provide testing environments to enable 
participants in stress test their algorithms? If so, what kind of minimum 
requirements are reasonable?  
 
Realistic test environments would be greatly beneficial for all market participants and 
then ‘stress’ test days could be arranged,  akin to disaster recovery  (“DR”) testing.  
However, it is difficult to see how any market operator could create a sufficiently realistic 
test environment.  IOSCO raises an interesting concept here and one which should be 
investigated further with the Federation of European Securities Exchanges (“FESE”), 
perhaps taking the lead in soliciting the ideas of market operators on whether this is an 
idea that could be realistically implemented.  
 
 
CONCLUSION 
 
Technological advances and an evolving regulatory framework have brought a new level 
of competition to the European capital markets, which many associated benefits for 
investors.  Today's European market is more transparent, more efficient and accessible at 
a lower cost than ever before.  Technology has been at the forefront of allowing the 
transformation from slower and costly trading to cheaper and quicker executions. In most 
cases, technology has created efficiencies and effectiveness as older, human based 
trading models are updated to fit the new trading environment. 
 
 
We respectfully submit our comments. Thank you for providing us with the opportunity 
to comment on these rule proposals.  We would welcome the opportunity to discuss our 
comments with the Commission. 
 
 
 
 
 
 
Knight Capital Group 
 
cc:  Leonard J. Amoruso, General Counsel, Knight Capital Group, Inc. 
 Philip Gough,  Managing Director, Knight Capital Europe Ltd. 
 Kee Meng Tan, Managing Director, Knight Capital Europe Ltd. 
 Brad J. Bailey, Director, Knight Capital Group, Inc. 
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Re:  ASSOCIATION FRANCAISE DE LA GESTION (AFG)‟s comments on IOSCO 


Consultation Report regarding Regulatory Issues Raised by the Impact of Technological 


Changes on Market Integrity and Efficiency 


 


Dear Mr Bijkerk: 


 


The ASSOCIATION FRANCAISE DE LA GESTION FINANCIERE (AFG) – French Asset 


Management Association
1
 would like to thank the International Organization of Securities 


                                                           
1
 The Association Française de la Gestion financière (AFG) represents the France-based investment management 


industry, both for collective and discretionary individual portfolio managements. Our members include 416 


management companies, 558 investment companies as well as 56 affiliated members. Our management company 


members are boutiques or belong to French or foreign banking or insurance groups (among which 4 in the top 20 at 


worldwide level). 


 


AFG members are managing more than 2600 billion euros in the field of investment management. In terms of 


financial management location, it makes the French industry the leader in Europe for collective investments (with 


more than 1300 billion euros managed by French companies, i.e. 23% of all EU investment funds assets under 


management, wherever the funds are domiciled in the EU) and the second at worldwide level. In terms of fund 


domiciliation, French funds are second in Europe and third at worldwide level. Regarding product interests, our 


association represents – besides UCITS – the employee saving schemes, hedge funds/funds of hedge funds as well 


as a significant part of private equity funds and real estate funds. AFG is of course an active member of the 


European Fund and Asset Management Association (EFAMA) and of the European Federation for Retirement 


Provision (EFRP). AFG is also an active member of the International Investment Funds Association (IIFA). 







  


Commissions (IOSCO) for providing the opportunity to submit comments on the Consultation 


Report regarding „Regulatory Issues Raised by the Impact of Technological Changes on Market 


Integrity and Efficiency‟, issued in July.  


 


 


We would like to express the following general comments as well as our responses to the 


questions raised within the IOSCO Report on pages 41 and 42. 


 


First, we think that IOSCO is right in pointing out the flesh crash event of May 6, 2010. As a 


case-study in the real life, it is a good starting point to see what works and does not work in the 


smooth functioning of financial markets. Instead of looking for scapegoats among financial 


market participants – except of course if they are responsible for market abuse, for which they 


have to be strictly sanctioned then – it is crucial to think one step above, at the level of the 


organisation of financial markets, in order to reduce as much as possible the risk of disordered 


markets. 


 


In our view, two general comments have to be mentioned here. 


 


On the one hand, the issue of market disruptors and surveillance: regarding market disruptors, it 


seems obvious for us that circuit-breakers must be put in place on all markets, in particular as it 


is a temporary way to “calm” the market participants instead of creating a snowball rolling down 


the hill with unpredictable effects. As a complement of such compulsory circuit-breakers, it is 


fundamental that national regulators have a clear responsibility in the area of market 


surveillance: regulators have to be supervisors (which is not the case in all countries), both by 


having – ex ante - market rules, market price limits and associated circuit-breaker processes 


submitted (but not necessarily agreed – at least for information) to the regulators, and by giving – 


daily - direct and permanent access to market data information to regulators. Otherwise, once a 


crash occurs, the relevant national regulator loses time in trying to collect the data afterwards in 


order to understand what happened – generally too late. 


 


On the other hand, in order to get the smoothest functioning of this organisation at regulator 


level, it implies a clear responsibility of regulators/supervisors vis-à-vis market operators. That is 


why ex ante submission of market rules and processes and daily access to market information by 


regulators/supervisors is fundamental. 


 


Regarding the questions raised by IOSCO, we give the following responses. 


 


Q1: 


 


Regard the financial markets in general, it is clear that technological developments have brought 


faster processes and execution of orders very often. But does faster execution mean 


systematically better execution? Not always. 


 


In addition, for us, the top issue is to get better transparency. For portfolio managers‟ 


perspective, what is crucial is to get data transparency, when they look for getting the best 







  


price/execution – and also for valuating investor porfolios at the most meaningful price. In this 


approach, the speed of execution has few impacts, while on the contrary we often suffer from the 


fragmentation of markets which generates a fragmentation of market information as well as a 


lack of transparency for some markets (see for instance the issue in Europe about the 


shortcomings of the Markets in Financial Instruments Directive – MiFID). 


 


Q2: 


 


We think that proprietary trading firms (including HFT firms) should not have to be authorised 


by regulators, in particular as they just invest their own money and therefore they don‟t need to 


be protected from their own actions. What is crucial for market order is to have stringent market 


abuse rules and enforcement, applicable to all market participants, in order to ensure market 


integrity and a smooth functioning of these markets. 


 


In addition, we don‟t have to forget that the main market players doing proprietary trading are 


already regulated and authorised: we are speaking here about banks, which in aggregated terms 


have the largest proprietary trading volumes. 


 


But conversely, for the orderly functioning of markets, it would make sense that any proprietary 


trading firm (including HFT firms), beyond a threshold defined in terms of amount invested, 


should be merely registered at the level of a regulator – in order to be identified and therefore 


easily/promptly accessible by the regulator in case of market disorder. 


 


Regarding the sub-question of differentiating direct market members from customers with DEA, 


we think that in the first case authorisation is obviously required, while in the second case a mere 


registration at the level of regulator is enough as the relevant intermediary has already been 


authorised: it is the responsibility of the relevant intermediary to give a DEA to whichever 


customer, and this intermediary is responsible before the regulator for this decision. 


 


Q3: 


 


As mentioned above, and in particular here in order to improve pre- and post-trade controls, 


requiring the mere registration of proprietary trading firms as well as customers with DEA above 


a threshold in terms of trading volume would probably improve them. It should go along with 


direct data reporting from these registered entities to regulators, in order for regulators to better 


monitor their activities (in particular if such firms or customers trade through different channels 


or intermediaries). 


 


Q4: 


 


Yes, the use of trading control mechanisms such as circuit breakers and limit-up/limit-down 


systems by trading venues should be mandated. 


 


In addition, we have no problem with having venue operators be permitted to design their own 


controls – as long as such controls are submitted to their relevant regulators. 







  


 


Q5: 


 


Yes, market maker schemes offered by trading venues should be subject to mandatory minimum 


criteria. Such criteria could be determined by the relevant trading venue alone, but as long as 


they are submitted to the relevant regulator. 


 


Regarding stub quotes, we are not against the principle that they should be prohibited, as in 


practice they are very close to (if not part of ) market manipulation. 


 


Q6: 


 


As mentioned above: 


 


- submission to regulators of price limits by trading venues and market operators 


- registration of proprietary trading firms (including HFT firms) as well as DEA customers 


above volume thresholds 


 


In addition, we think that there is a need for a better direct access to market data information by 


regulators, while in many countries currently the relevant national regulators rely on market 


operators and/or SROs – which creates a big risk of delay for access by regulators to this market 


data information by regulators when a crash occurs. 


 


In our view, the cost of investing in such capabilities and the cost of operating and supervising 


the markets in order to ensure fairness among market participants should be borne by those 


registered/authorised entities, i.e. proprietary trading firms (including HFT firms) as well as 


trading venues/market operators and customers with DEA. 


 


Q7: 


 


Regarding the major causes of settlement indiscipline and settlement failures, and even if it is 


probably very difficult to find miracle solutions, we think that at least reducing in terms of 


number of days the cycle of settlement, and harmonising that number at international level, could 


already be an improvement. 


 


Q8: 


 


Regarding the limitation or management of conflicts of interest for investment firms having 


proprietary trading activities, we can just bring the case of Management Companies, which in 


many parts of the world (for instance in France) are prohibited from having proprietary trading 


activities as they must act in the best interests of their third party clients. Of course, an 


alternative can be Information Barriers, but very often the regulators do not enforce them in 


practice. 


 







  


However, in any case and as already mentioned above, very often the main issues of proprietary 


trading do not only come from investment firms but also from banks. 


 


Q9: 


 


Existing laws and rules on market abuse and disorderly trading usually cover de facto computer 


generated orders and are relevant in today‟s market environment, as long as their wording is 


wide enough to cover them. 


 


However, it could be useful to get an non-exhaustive list of market manipulation schemes which 


should explicitly include some types of prohibited trades linked to HFT or flash trading. 


 


Let‟s recall that IOSCO produced a Report on “Investigating and Prosecuting Market 


Manipulation” in May 2000, with examples included. Maybe this Report could be updated. 


 


Let‟s also recall that for instance at European Level, the Market Abuse Directive 2003/6/EC 


mentions in Article 1 para 2 last indent that “the definitions of market manipulation shall be 


adapted so as to ensure that new patterns of activity that in practice constitute market 


manipulation can be included.” 


 


Q10: 


 


N/A. 


 


Q11: 


 


We are not against imposing charges or fees on messages, cancellations or high order-to-trade 


rations. If such a path was followed, these charges or fees could be determined on the basis of 


criteria such as the electronic cost of treatment, the cost of misleading information or in 


proportion with the volume introduced. 


 


Q12: 


 


N/A. 


 


Q13: 


 


We are not against requiring market operators to provide testing environments to enable 


participants to stress test their algorithms. 


 


Q14: 


 


As already mentioned above, our main issues are: 


 







  


- market transparency - in particular price transparency, both for improving trading but 


also investor portfolio valuations; 


 


- ongoing enforcement of existing rules by regulators; 


 


- submission of price limits and circuit-breaker processes to regulators 


 


- direct daily access by regulators to market data as well as an immediate power to stop the 


markets if necessary. 


 


** 


* 


 


 


We thank you in advance for your attention to the views expressed above. 


 


If you wish to discuss the contents of this letter with us, please contact myself at +33 1 44 94 94 


14 (e-mail: p.bollon@afg.asso.fr), Stéphane Janin, Head of International Affairs Division, at +33 


1 44 94 94 04 (e-mail: s.janin@afg.asso.fr), or Adina Gurau-Audibert, Management Techniques 


Advisor, at +33 1 44 94 94 31 (a.gurau.audibert@afg.asso.fr).  


 


 


Sincerely, 


 


(signed) 


 


Pierre BOLLON 



mailto:p.bollon@afg.asso.fr

mailto:s.janin@afg.asso.fr

mailto:a.gurau.audibert@afg.asso.fr
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OICV-IOSCO CONSULTATION REPORT 
 


Regulatory Issues Raised 
by the Impact of Technological Changes 


on Market Integrity and Efficiency 
 


Comments by AMAFI 


 


 


Association française des marchés financiers (AMAFI) has more than 120 members representing over 


10,000 professionals who operate in the cash and derivatives markets for equities, fixed-income products 


and commodities. Nearly one-third of the members are subsidiaries or branches of non-French 


institutions.  


 


AMAFI welcomes the opportunity to comment on the Consultation Report (hereafter referred as to the 


“Report”) on “Regulatory Issues Raised by the Impact of Technological Changes on Market Integrity and 


Efficiency” issued by the Technical Committee of the International Organization of Securities 


Commissions. Nevertheless, AMAFI regrets the short delay given for the consultation on such important 


issues given that the call on IOSCO to develop and report to the FSB was given in November 2010. 


Although the Report gives a very detailed and useful description of technological evolutions since these 


last few years, as well as of certain developments in market structure, it does not provide any new fact or 


element that would allow finding appropriate solutions. The terms of the debate have been clear and well-


known for months. Without no new data nor academic studies, it is almost impossible to bring a truly 


useful and new input, especially in the very short consultation period offered. For all these reasons, many 


of the comments that AMAFI presents below have already been expressed on various occasions in the 


past. 


 


Before answering the questions raised in the Report, AMAFI would like to emphasise some general 


comments. 


 


 


 


I) GENERAL COMMENTS 


 


We have chosen to focus our comments on the questions raised by the Report on High Frequency 


Trading (HFT) and not to comment all the items of the Report. Moreover our comments essentially 


concern the equity market where issues raised by HFT are the most relevant. We do not have specific 


comments on the other subjects. 


 


AMAFI welcomes IOSCOs‟ initiative to assess the regulatory issues raised by the developing of HFT. In 


particular, we fully share the very well balanced and detailed part of the Report contained in chapter 3. 


This part of the report, while underlining the merits of HFT for increasing liquidity or reducing bid and ask 


spreads1, also points out the various issues raised by this type of trading, not only with regards to the very 


large amounts of transactions that it leads to, but also with regards to the changes in the market structure 


which seem to result from it. The whole point of the current work going on about HFT is to determine 


whether there is a link between some of these negative evolutions and the development of HFT or with 


                                                      
1 AMAFI shares also the view that there is no clearly established link between HFT and volatility, be it with positive or 
negative consequences. 
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other factors. Then, should HFT be found responsible for these evolutions, it would be necessary to 


compare the advantages it brings with its negative consequences in order to decide for a more or less 


stringent regulatory framework. 


 


In this regard, while many regulators have, as pointed out by IOSCO, engaged in an in-depth analysis of 


HFT for several months, there is still unfortunately no evident answer to these issues due to the lack on 


commonly admitted academic study based on accurate data. 


 


In addition, the AMAFI shares the analysis put forward in the Report about the question of possible 


market abuse practices due to the developing of HFT. Obviously, there is a concern whether HFT 


techniques offer the possibility of engaging in abusive practices on the various markets. But we have to 


consider that, paradoxically, it is easier for regulators to detect and prove mispractice in the technical 


environment that characterize HFT than to detect and prove them when they are carried out by a human 


being. 


 


Having said that, it is clear that there is a need to better control and monitor the activity of automated 


trading and high frequency trading. It is necessary to reinforce the prevention of the specific risks involved 


by HFT by imposing sound systems of risk management and supervising all entities involved in HFT. The 


regulatory bodies should have the capacity to register / authorize all HFT firms and enforce and even ban 


those which are developing market abuse practices.  


 


While the merits and the drawbacks of the increase in HFT have not yet been fully analyzed and put 


forward, AMAFI observes that three types of technical measures are frequently considered in order to 


monitor and regulate HFT activities. 


 


 Requiring orders to rest on the order book for a minimum period of time. 


 


AMAFI really doubts that putting in place such tools would be efficient. This would lead some 


market participants to try to take advantage of these constraints with unforeseeable 


consequences on the micro structure of the market. AMAFI is pleased to see that the Report 


does not envisage such type of regulation. 


 


 Imposing market operators a minimum period of time between two quotes. 


 


There is no consensus among AMAFI‟s members on this question. When some of them support 


such a measure, others consider that it would have a negative impact on liquidity. This proposal 


could be studied by the regulators in relationship with market participants.  


 


 Giving the regulators the power to adapt the tick size as a way to “slow down” the development of 


HFT if it appears necessary. 


 


This proposal is shared by a large majority of AMAFI‟s members which consider that it could be 


an efficient way to monitor HFT when it appears necessary. 
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II) IOSCO questions 


 


 


 Q1: What impact have the technological developments in the markets in recent years had 


on your own trading? Has it encouraged, discouraged or had no impact on your 


willingness to participate on the lit markets, and how does this differ between asset 


classes and/or instruments?  


 
What is at stake is not technological developments in general: these cannot be considered, as a rule, as 


negative since they allow market participants to improve the services they offer to issuers and investors 


while decreasing the cost of these services. The issue at stake is HFT which, within the last decade, is 


estimated to have grown from negligible amounts to an estimated 60-70% in equity trading volume in the 


US and to 30-50% within the EU. This significant increase raises concerns expressed by different market 


participants (brokers but also issuers and investors) and by some regulators as stated in the Report. In 


this regard, some of AMAFI members have identified the following characteristics of the market 


environment as a result of the increase in HFT: 


 


 Execution of large orders made more difficult because of the reduction in size of transactions ; 


 Investors more and more frequently asking for alternative tools for order execution so that their 


orders cannot interact with those of HFT firms; this in turn leads to the development of dark pools 


and broker crossing networks; 


 Increased costs of transaction for some market participants because of the technological 


investments that trading platforms must engage in order to attract transaction volumes generated 


by HFT (see also Q11). 


 


These negative consequences are not, however, shared by all AMAFI members. For some other 


members, the benefits from HFT in terms of liquidity improvements, narrowing of spreads as well as with 


regards to volatility, are much higher than the negative impact of HFT. 


 


The orderly functioning of the market is, in the end, at stake. It is therefore crucial that this debate be 


closed on the basis of a precise and exhaustive analysis of all these elements.  


 


 


 Q2: What are your views on the suggestion that proprietary trading firms (including HFT 


firms) that are not currently subject to registration/authorisation by a regulator should be 


required to obtain such a registration/authorisation? Are there specific regulatory 


requirements you believe such firms should face? To what extent do your answers differ if 


the proprietary trading firm accesses the market as the customer of an intermediary firm 


through DEA (i.e. under that intermediary’s trading rules/codes) rather than as a direct 


member of the market itself?  


 
AMAFI fully supports this proposition. It is crucial: all entities involved in HFT should be regulated and 


supervised. At this stage, there is no evidence that this activity put in danger the safety and the integrity of 


the markets. But there is a clear need to monitor them. At least, to be able to follow precisely the activity 


of HFT firms and answer the numerous questions which are currently raised. But also, to give regulators 


the power to forbid the activity to firms which do not respect the rules of the game, especially on the 


market abuse side. Given that, the registration / authorization should, of course, also be applicable to 


entities which access the market as the customer of an intermediary firm through DEA. 
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The minimal suite of requirements should include: fitness and propriety (honest, competent and solvent); 


internal systems and controls; financial adequacy; ability to fail without affecting the system; record 


keeping. The regime could be a subset of existing requirements (e.g. not able to hold client money; not 


able to act as adviser, investment manager).  


 


AMAFI also considers that there is no need to have an ex ante approval of HFT models by the regulators 


but HFT firms should be required to keep records of their models, at the disposal of the regulatory bodies. 
 
 


 Q3: What recommendations, if any, would you propose to strengthen the regulatory 


requirements around pre- and post-trade risk controls? In particular, what measures, if 


any, do you think regulators should introduce that relate specifically to the use of and 


risks posed by algorithmic trading and/or HFT?  


 
AMAFI considers that high-level requirements for adequate systems and controls should be put in place 


by firms using HFT and algorithmic trading. But in this area the most important thing is to give regulators 


the means to supervise these firms which means the ability to register / authorize them, to enforce their 


activities and, when necessary, to sanction them, even in withdrawing their registration / authorization to 


carry out HFT. 


 
 With regard to pre-trade risk controls: 


 


Reviewing existing regulatory requirements regarding pre-trade risk controls applicable to 


intermediaries could be useful.  


 


We think that regulators should consider banning DEA in case of naked access (i.e. when no 


appropriate pre-trade controls are in place). We believe that naked access may have significant 


negative consequences because customers are able to access to trading platforms both without 


pre-trade risk control and without revealing their identity to the market. 


 


This is the reason why we fully support measures recently taken by the SEC. 


 


 With regard to post-trade risk controls: 


 


We think that post-trade risk controls could be usefully increased by the implementation of a 


consolidated tape.  


 


In the EU, difficulties have arisen concerning post trade data consolidation. It seems to be the 


major failure of MiFID. Data are neither harmonised, nor available nor reliable. Such a 


consolidated tape would allow the regulators to perform their supervisory functions. 
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 Q4: To what extent do you believe the use of trading control mechanisms such as circuit 


breakers and limit-up/limit-down systems by trading venues should be mandated? If you 


believe they should be mandated, should venue operators be permitted to design their 


own controls or should they be harmonised/coordinated across venues (including 


between interrelated instruments such as a derivative and its underlying)?  


 
AMAFI believes that at least platform-based circuit breakers should be mandated. There are sound 


arguments suggesting that in fully electronic markets – even more if a growing part of orders executed 


are purely computer driven – at least platform-based effective “circuit breakers” (e.g. “volatility-


interruptions”) should be in place to provide for an orderly function of the market in periods of stress and 


in order to minimize the risks arising from erroneous trades or program failures. 


 
This implies an efficient coordination among the regulators at least in the main regional areas (US, 


Europe, Asia…). 
 
 


 Q5: To what extent do you believe market maker schemes offered by trading venues 


should be subject to mandatory minimum criteria? Should the criteria be determined by 


the trading venue alone? To what extent do you agree with the suggestion that the use of 


stub quotes should be prohibited?  


 
Generally speaking, existing commitments for e.g. of market makers / specialists on trading venues are 


subject to contractual arrangements between the market operator and the market making/specialist firm. 


Such arrangements did prove valuable and sufficient even under the most severe market conditions and 


there is no need for additional regulatory intervention. 
 
In the specific case of HFT, we think that if some HFT firms are willing to enter into a market maker 


agreement with a trading venue, they should be encouraged to do so under strict conditions agreed 


together with the relevant trading venues. We believe that current contractual arrangements between 


those venues and the market makers already provide a safety environment and encourage competition 


between trading venues (notably with regard to the fee structures).  


 


Furthermore, it has been reminded that in the EU trading venues are either market operators or 


investment firms providing the investment service of management of an MTF. As such, they are 


submitted to a strict regulatory framework. In that context, regulators are entitled to investigate and 


analyze how contracts with market makers have been designed. 


 


Finally, regarding “stub” quotes (i.e. quotes at levels far away from current market prices used sometimes 


to fulfill a market making requirement), we share the suggestion that they should be banned as they could 


be assimilated to some form of market abuse. 


 
 


 Q6: Do you have suggestions for improvements to regulators’ surveillance capabilities 


with respect to the markets and modern trading techniques? Please elaborate.  


Who should bear the cost of investing in such capabilities and the cost of operating and 


supervising the markets in order to ensure fairness among market participants? Please 


elaborate.  


 
For AMAFI, the first level of market surveillance should be imposed to all market operators. They should 


be required to have adequate surveillance capabilities in place which are able to efficiently monitor (and if 


necessary to intervene in due time) trading. 
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Then, the regulators should have the capacity to supervise the markets in their own jurisdiction but also 


on a cross boarder basis when a single security is traded in various jurisdictions. This does not necessary 


means that that regulatory bodies have to develop the “high frequency” systems of supervision in order to 


follow the trends and it is not obvious that there is a need for real time supervision. An ex post sound 


supervision of the markets would be probably as efficient without imposing on regulators to develop the 


complex technical tools which would be necessary to do so. In such respect, it is important that HFT firms 


keep their algorithms during a sufficient period to permit to regulators to control them ex post. 


 
Modern trading techniques have made necessary for regulators to adapt their surveillance capabilities. 


We think that the following improvements may be considered: 


 


 to build, as mentioned below, a registration / authorization process for proprietary trading firms 


(including HFT firms) and to consider the ban of DEA in case of naked access; 


 


 to build and use a consolidated tape: in a context where data are neither harmonized, nor 


available nor reliable, such a consolidated tape would allow the regulators to perform their 


supervisory functions, notably detecting potential market abuse on an ex post basis; 


 


 to improve the way regulatory reporting are made: conditions of such reporting (in terms of timing, 


format etc.) should be harmonized at international level (for instance amongst Member States in 


the EU). 


 


With regards to costs, we consider that there is no issue specifically related to HFT. They conduct an 


activity which is a form of proprietary trading and should not be treated differently from other entities 


conducting this type of activity. As long as a given activity does not compromise the orderly functioning of 


the market, there is no reason to apply to it a specific principle. However, if an activity has an adverse 


impact on the orderly functioning of the market, then it should be forbidden.  


 
 


 Q7: What do you perceive as the major causes of settlement indiscipline and settlement 


failures? What steps, if any, do you believe regulators should take to address these 


causes?  
 
We are not aware of any settlement indiscipline or failure which would be directly linked to HFT. We 
underline the fact that most of our members‟ strategies imply a net flat position at the end of each trading 
day which prevents settlement indiscipline or failures to happen. 
 
Nevertheless, when volatility and volumes are particularly high, any additional liquidity may be difficult to 
manage by the relevant post-trade infrastructures. Clearing houses and central securities depositories 
should be robust and be submitted to appropriate requirements in order to be able to provide their 
services properly and avoid any failure or buy-in. 
 
It has to be underlined that the European Markets Infrastructure Regulation (EMIR) envisages creating 
such a framework including for post-trade infrastructures providing their services in the cash equity 
environment. 







 


AMAFI / 11-32   


12 August 2011 
 


  


 


 


 


 


- 7 - 


 
 


 Q8: Have the appropriate steps been taken to limit or manage conflicts of interest that 


arise where an investment firm simultaneously conducts client-serving activities and 


proprietary trading or a trading participant is also a shareholder in a venue on which it 


trades? If you believe conflicts management is inadequate, please explain how this 


manifests itself and any recommendation you have for how conflicts management could 


be improved.  


 
AMAFI considers that, at least in Europe, the current provisions on conflicts of interests already exists 


and are sufficient to deal with all the situation. HFT does not raise any particular issue in this area. 


 
 


 Q9: Do you think existing laws and rules on market abuse and disorderly trading cover 


computer generated orders and are relevant in today’s market environment?  


 
Existing laws and rules are applicable and appropriate. However, there might be a monitoring and 


enforcement problem – often arising from insufficient resources on the regulatory side. But if all HFT firms 


are subject to registration / authorization by a regulator and if they have to keep their algorithms for 


enforcement needs, the difficulties are not specific to HFT. 


 


 


 Q10: Are there any strategies employed by HFT firms that raise particular concerns? If so, 


how would you recommend that regulators address them?  
 
There is no reason to consider that strategies employed by HFT firms are different than those employed 


by other firms. The speed of the strategy is not a concern in itself if the regulatory bodies have the 


capacity to supervise the market (see Q5 above). 


 
Having said that, as mentioned above, we think that when volatility and volumes are particularly high, any 
additional liquidity may be difficult to manage by the relevant post-trade infrastructures. Clearing houses 
and central securities depositories should be robust and be submitted to appropriate requirements in 
order to be able to provide their services properly and avoid any failure or buy-in. 


 


 


 Q11: Should charges or fees be imposed on messages cancellations or high order-to-


trade ratios? If so, how should the fees or charges be determined and on what basis?  


 
The question of messages cancellations or high orders to trade ratios is a very important one as some 


observers consider that it has a direct impact on market structure. As such a regulatory answer cannot 


consist only in regulating fees charged by trading platforms. 


 


However, AMAFI is of the view that regulators should now focus their attention on the general fee 


structure of trading platforms as this fee structure may have a direct impact on market structure, the more 


so as competition is low, competition being to be considered not on a global basis but for each listed 


security.  


 


Many AMAFI members, especially those who have a large activity on medium and small caps, for which 


the level of competition is low, or nil, consider they should not be asked to contribute to the cost of 


technological investments by trading platforms to attract firms who generate high volumes on blue chips. 


One should keep in mind that the main cost of a market operator provides from its IT system which is put 


in place in order to absorb the highest pick of exchanges of messages in the smallest period of time.  
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Therefore, it is necessary to work on the assumption that the fee structure should be neutral for all market 


participants. 


 


 


 Q12: Should market operators be required to make their co-location services available on 


a fair and non-discriminatory basis?  


 
Access to market infrastructure should be offered on a non-discriminatory basis in general; this also holds 


true for co-location facilities. Even more since co-location inevitably creates a form of “privileged access” 


to a trading venue itself, which can raise questions of overall fairness of a market place. It is hard to deny 


that those market participants who are not able or do not want to invest in co-location arrangements 


increasingly find themselves at a technological disadvantage. However, the economic impact of such a 


competitive weakness may still vary according to the individual business model. Therefore, if co-location 


facilities are accepted and available, regulation should ensure that the “barriers of entry” to use these 


services are as low as possible. Here, a non-discriminatory access is a necessary pre-condition. 


 


 


 Q13: Should market operators be required to provide testing environments to enable 


participants in stress test their algorithms? If so, what kind of minimum requirements are 


reasonable?  


 
Participants are responsible for their own work; they should be able to buy „canned‟ market data from the 


exchange to test their algorithms but the firm is responsible for stress testing according to its resources 


and risk appetite. 


 


Nevertheless we believe that testing environments designed by market operators should be helpful to 


enable HFT firms to test their algorithms. That being said, such tests should not imply any disclosure of 


strategies or algorithms to those market operators. The latter should only be mandated to design and 


make available a relevant testing environment. Furthermore, we should highlight the fact that such testing 


environments should be used at the discretion of HFT firms that can choose not to use them notably for 


their strategies which do not fit with / require such testing environments. 


 
 


 Q14: To what extent do you have other comments related to the risks to market integrity 


and efficiency raised by the issues in this report?  


 
As stated above, the setting up of the tick sizes could be done by the regulators. The regulatory bodies 


(ESMA for Europe) could be given the necessary power to act in the matter in order to deeply analyze the 


situation with respect to the micro structure of the financial markets so as to determine appropriate levels 


of those tick sizes, closely monitor their evolution and promptly react where needed. In first analysis, if it 


were considered necessary, an increase in tick sizes could even be a way to control the development of 


HFT. 


 


The tick size should be fixed equity by equity. 


 


 


   
 


Contact: 


 


Emmanuel de Fournoux – Director of Market Infrastructures, edefournoux@amafi.fr  +331 53 83 00 70 



mailto:edefournoux@amafi.fr
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LSEG Public Comment to IOSCO’s Consultation Report: 
Regulatory Issues Raised by the Impact of Technological 
Changes on Market Integrity and Efficiency (CR02/11, July 
2011) 
 
12 August 2011 
 
Submitted to: market-integrity@iosco.org  
 
Executive Summary 
 
 


1. Effective regulation of the financial services sector is necessary to 
ensure market efficiency and integrity.  However, it is essential that all 
rules are based on evidence and sound principles, including ensuring 
that markets are able to continue in their key function of providing 
capital to the real economy. 


 
2. We agree that consideration should be given to whether all market 


participants should be subject to more equivalent regulatory 
supervision (particularly HF traders). Supervisors should be in a 
position to ask relevant questions of applicants and supervised firms, 
including for explanations of the effects of trading strategies and algo 
operation.  


 
3. All firms participating in public markets should have appropriate 


systems and controls in place to prevent the submission of erroneous 
or inappropriate orders and to avoid or minimise the potential for 
disorderly trading, supported by trading venues as necessary.  


 
4. Trading venues have a key role to play as front line regulators in 


ensuring that their markets remain orderly and fair, with real-time 
monitoring and surveillance.  Establishing systems for competent 
authorities to monitor across fragmented markets in real time could be 
complex, expensive, and would not necessarily be as effective. 


 
5. Trading venues should have adequate systems and controls in place to 


ensure market integrity and efficiency. The design of circuit breakers 
should be at the discretion of the trading venue, and set according to 
the liquidity and structure of the markets they provide.  


 
6. Trading venues should be free to design market maker requirements 


and incentives in a way that is compatible with the markets that they 
operate. 
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Chris Appleton 
Regulatory Strategy 
London Stock Exchange Group plc 
10 Paternoster Square 
London EC4M 7LS 
+44 (0) 20 7797 4320 
cappleton@londonstockexchange.com 
 
12 August 2011 
 


INTRODUCTION 


 
The London Stock Exchange Group (LSEG) welcomes the opportunity to respond to 
IOSCO‟s Consultation Report on the regulatory issues raised by the impact of 
technological changes on market integrity and efficiency. The issues raised by this 
Consultation are of importance to financial markets, given the forthcoming legislative 
initiatives due from the European Commission (MiFID) and elsewhere around the 
world. 
 
This submission represents the views and experience of London Stock Exchange 
plc, Borsa Italiana, and other market operators and investment firms within the 
LSEG. 
 
LSEG is well qualified to respond to a Consultation on the impact of technological 
change on market integrity and efficiency. It has significant experience of operating 
neutral, well regulated, fair and efficient markets in these areas. LSEG operates 
equity, fixed income and derivatives markets in the UK and Italy as well as 
Turquoise, a pan-European Multilateral Trading Facility (MTF) trading equities and 
derivatives   
 
We confirm that we acknowledge that this Response may be published by IOSCO.  
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RESPONSES TO INDIVIDUAL QUESTIONS 


 
Question 1 – What impact have the technological developments in the markets 
in recent years had on your own trading? Has it encouraged, discouraged or 
had no impact on your willingness to participate on the lit markets, and how 
does this differ between asset classes and/or instruments?  
 
 
1. Although this question seems primarily aimed at market participants, rather 


than trading venues, we provide views from our perspective as a market 
operator. 


 
2. The developments in financial markets witnessed in the last few years have 


been a consequence of an evolution in strategies, technology and regulation. In 
the EU, MiFID has been instrumental in bringing about fundamental shifts in 
equity trading, so fragmenting liquidity. This has given rise to an increase in a 
new type of propriety trader who has taken advantage of the resulting arbitrage 
opportunities that have arisen as a result of changes in market structure.   


 
3. However, statistical arbitrage and liquidity provision, activities undertaken by 


automated traders, are not new. Such “technical” trading techniques have been 
employed by propriety firms for many years; technology and regulatory change 
have simply provided new opportunities to conduct this trading in different 
ways, more rapidly and so reducing the risk exposure of firms. 


 
4. The view of the majority of the academic research into the activities of HFTs is 


that market efficiency has been improved as a result1, through tighter spreads 
and increased liquidity. However, we believe that more empirical research is 
required into the impact of HFT and automated trading on both market 
efficiency and market integrity. 


 
5. For example, some opponents of HFT have argued that the greater speed at 


which these participants operate gives them an unfair advantage over so called 
“less sophisticated” agency brokers, who are unable to compete for liquidity 
effectively as a result. This is not the experience of Turquoise, a Multilateral 
Trading Facility (MTF) operated by the LSEG. An analysis of the “hit rates”2 


for 
market participants has shown that in over 95 per cent of cases, agency 
brokers are able to successfully fill an order that they submit, compared to a hit 
rate of less than 80 per cent for HFT firms – suggesting that HFT has limited 
downside impacts on other market participants and that they tend to compete 
with themselves more than with other market participants.3   


 
 
 
 


                                            
1
 For example: J.A. Brogaard. High Frequency Trading and its impact on Market Quality, July 


2010. The findings of the paper were that HFT play an important role in price efficiency and 
the price discovery process, and that their activity has no impact on volatility, and tends to 
decrease it. 
2
 The ability of market participants to capture the „displayed liquidity‟ they see when 


originating aggressive orders. 
3
 “Zero Sum Game” July 2011 - 


http://www.tradeturquoise.com/doclibrary/Blog_July_29th_Zero_Sum_Game.pdf 



http://www.tradeturquoise.com/doclibrary/Blog_July_29th_Zero_Sum_Game.pdf





Page 4 of 11 


6 Automated trading and its impact on markets is a subject matter that is 
undergoing a significant amount of study – with initiatives such as the Foresight 
research and analysis project in the UK looking at the impact of technology on 
financial markets. We support these initiatives, and believe that they will make 
a valuable contribution to the debate and help ensure that regulation is 
sufficiently evidence and principle based.  


 
 
Question 2 – What are your views on the suggestion that proprietary trading 
firms (including HFT firms) that are not currently subject to 
registration/authorisation by a regulator should be required to obtain such a 
registration/authorisation? Are there specific regulatory requirements you 
believe such firms should face?  
 
To what extent do your answers differ if the proprietary trading firm accesses 
the market as the customer of an intermediary firm through DEA (i.e. under that 
intermediary’s trading rules/codes) rather than as a direct member of the 
market itself?  
 
 
7 In this time of increased of regulatory scrutiny and control of systemic risk, it is 


appropriate that consideration should be given to whether all market 
participants should be subject to more equivalent regulatory supervision. This 
includes the possibility that all HFT traders are authorised or at least that 
competent authorities have the ability to demand more information about their 
activities and supervise key aspects of their activities. 


 
8 Indeed, in Italy, non–authorised investment firms, as market participants, are 


already subject to Consob inspection or information requests, under powers to 
supervise market integrity. In addition, Borsa Italiana has introduced additional 
requirements for such firms, i.e. requiring an audit function and applying fit and 
properness tests for the CEO and Head of Trading and all persons performing 
administrative, management and supervisory functions. 


 
9 It is also important that investment firms participating on public markets have 


adequate systems and controls in place in order to prevent the submission of 
erroneous orders and to avoid disorderly trading. To this end, we support the 
work that ESMA is currently undertaking in drafting guidelines in this area.4 


 
10 Regarding DEA, we agree with the draft guidelines from ESMA.5 Where 


investment firms offer DEA to their clients, under their trading codes, they must 
take ultimate responsibility for their actions, and have adequate systems and 
controls in place to ensure that the provision of this service does adversely 
affect compliance with the rules of the regulated market or multilateral trading 
facility. This is in keeping with the approach of the SEC, and IOSCO principle 
3.  


 
 
 
 
 
 


                                            
4
ESMA/2011/0, July 2011 


5
 Ibid 
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Question 3 – What recommendations, if any, would you propose to strengthen 
the regulatory requirements around pre- and post-trade risk controls? In 
particular, what measures, if any, do you think regulators should introduce that 
relate specifically to the use of and risks posed by algorithmic trading and/or 
HFT?  
 
 
11 Pre- and post-trade risk controls should apply to all firms in order to ensure 


orderly trading, and not just to those who engage in algorithmic trading and/or 
HFT. There is little evidence to suggest that HFT has been a cause of market 
disruption; indeed, in our experience as a market operator, smaller sized 
intermediaries are just as likely to enter erroneous orders. 


 
12 We agree with Guidelines 3 and 4 of the draft ESMA guidelines, stating that 


trading venues and investment firms should have adequate policies and 
procedures in place to ensure fair and orderly trading.6 


 
 
Question 4 – To what extent do you believe the use of trading control 
mechanisms such as circuit breakers and limit-up/limit-down systems by 
trading venues should be mandated? If you believe they should be mandated, 
should venue operators be permitted to design their own controls or should 
they be harmonised/coordinated across venues (including between interrelated 
instruments such as a derivative and its underlying)? 
 
 
Circuit Breakers 
 
13 We support steps to ensure orderly trading and believe that circuit breakers are 


an effective way of doing this. However, we believe that the purpose of these 
controls is to ensure orderly trading, not to control or influence genuine market 
sentiment. 


 
14 Markets generally operate best when trading is continuous.  For this reason, 


we do not support the use of market-wide circuit breakers, which would 
effectively close entire markets and which are typically based on large 
movements of an index. We do, however, support and already operate 
intervention on an individual stock basis in the form of „price volatility 
interruptions' that prevent automatic execution taking place at potentially 
erroneous prices that are often caused by trader error (so called “fat finger”).  In 
our experience, these stock specific controls are adequate for preventing 
erroneous movements in indices such as the FTSE 100; it is the prices of 
individual instruments that cause indices to move, and controlling the individual 
stocks is more effective than halting trading in the entire index or a market.  


 
15 Regulators should ensure that all venues have appropriate controls in place to 


control volatility, but we do not consider it their role to specify the precise 
controls that venues implement. We consider this to be a key feature of how 
markets are managed and therefore the responsibility of market operators to 
design specific controls/circuit breakers that reflect their own markets and 
participants. 


 


                                            
6
 Ibid 
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16 At this stage, it is our view that venues should not be inter-linked for any 
instrument, such that if one venue triggers a circuit breaker, then all others 
should follow suit (other than for regulatory suspensions, e.g. per those notified 
by the competent Listing Authority). We consider that this risks an isolated 
incident, including a fat finger error in one market, causing unnecessary 
widespread impacts by interrupting trading on all markets. In our experience, 
many circuit breakers, in normal market conditions, are triggered by erroneous 
orders that are isolated to an individual venue and not a result of wider market 
conditions. To prevent trading on all venues in response to an erroneous order 
would be highly disruptive.  


 
Limit Up/Limit Down 
 
17 We do not consider limit up/down to be the optimum model for circuit breakers. 


Such a model may inhibit the efficient formation of prices by preventing market 
participants from entering orders at a price that they believe is representative of 
the value of a share. In the UK, the most liquid stocks (for example those in the 
FTSE 100 index) use both static and dynamic price tolerance thresholds which 
are more sensitive and, in our view, preferable. Provided they are assessed on 
an order by order basis against an appropriate reference price (e.g. last 
automatic trade price or the opening price) orders should be able to trade 
freely, with the system suspending automatic execution in the security if 
attempting to execute an order beyond the threshold.  


 
 
Question 5 – To what extent do you believe market maker schemes offered by 
trading venues should be subject to mandatory minimum criteria? Should the 
criteria be determined by the trading venue alone? To what extent do you 
agree with the suggestion that the use of stub quotes should be prohibited?  
 
 
18 Venues should be free to determine market maker obligations and, on a 


commercial basis, to specify conditions for firms to qualify for market making 
tariffs or other incentives, providing these terms are made public and are 
available to all participants on a non-discriminatory basis.  


 
19 It is important that the obligations are designed in a way that fits with nature of 


the market that is being provided by the trading venue – and the trading venue 
is best place to determine this. For example, the London Stock Exchange 
requires registered Market Makers (as opposed to voluntary liquidity providers) 
to provide executable quotes for 90 per cent of the Continuous Trading Period, 
allowing a 10 per cent margin in order to manage their risk positions.7 


 
20 Market makers have an important role to play in providing liquidity to the 


markets.  However, we consider that one of the principles of fair and open 
markets is that the provision of capital by a firm must be voluntary and should 
be encouraged through economic incentives. We do not believe that any 
particular categories of firm should be mandated to provide liquidity. 


 
 
 
 
 


                                            
7
 Rule 4101 of the London Stock Exchange Rules 
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21 In practical terms, it is unlikely that in extreme market conditions market 
makers would continue to provide prices, regardless of the regulatory 
requirements upon them. The risk of a censure or a fine from an RM, MTF or 
even a Competent Authority could seem less significant when set against the 
potential risk of significant financial loss or insolvency from meeting mandatory 
obligations to continue to quote prices in fast-moving and volatile markets when 
not in their interests. The fine is likely to be a small price to pay for stepping out 
of the path of the oncoming train. 


 
22 Finally, we do not support the use of stub quotes. If market makers are able to 


be absent from the market for a period of time in periods of high volatility, and 
those markets themselves use volatility controls, then stub quotes will be not 
be necessary.  


 
 
Question 6 – Do you have suggestions for improvements to regulators’ 
surveillance capabilities with respect to the markets and modern trading 
techniques? Please elaborate.  
 
Who should bear the cost of investing in such capabilities and the cost of 
operating and supervising the markets in order to ensure fairness among 
market participants? Please elaborate.  
 
 
23 Trading venues have a role to play, as the front line regulators, in ensuring that 


their markets remain fair and orderly with real-time monitoring and surveillance. 
We are aware that competent authorities may be considering enhancing their 
surveillance systems to have a real-time view of the markets. This is likely to be 
complex and expensive to implement and may not necessarily be effective – 
especially across the larger fragmented equity markets in Europe, and across 
EU member states. 


 
24 A distinction should be drawn between market abuse, which is a criminal act, 


and market disruption or an activity having an impact on market integrity, which 
can be the result of erroneous orders and so called “fat finger” errors.  Market 
Abuse is difficult to detect and respond to in real-time; it often requires 
extensive investigation after the event, using transaction data that can take 
several weeks or even months to analyse. Market disruption can be detected 
more easily in real-time, and dealt with rapidly by trading venues in their 
capacity of ensuring orderly and fair markets.   


 
25 Therefore, although real-time capabilities are required for trading venues to 


ensure orderly trading, we do not see that they would be required by regulators 
to monitor for market abuse – certainly not for the cost that would be required 
to achieve such real-time surveillance in larger and fragmented equity markets 
such as the UK. In Europe, competent authorities already receive transaction 
data at the end of the day, and may request further data from investment firms 
and trading venues if they believe that a case of market abuse exists.  
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Question 7 – What do you perceive as the major causes of settlement 
indiscipline and settlement failures? What steps, if any, do you believe 
regulators should take to address these causes?  
 
 
26 We are uncertain as to the premise of this question, and note that there is no 


discussion in the Consultation paper regarding settlement failure or discipline. 
Notwithstanding this, if the point of the question is whether HFT and automated 
trading gives rise to settlement failure or indiscipline, we do not accept such a 
premise. There is a popular misconception that intra-day trading, whether HFT 
or not, has an impact on the shareholding position in the issuers‟ 
records/registers; in many cases it does not. In our experience, intra-day 
traders rarely hold a large inventory of stock, and therefore their trades rarely 
go through to the settlement process. 


 
27 We estimate that approximately 98.4 per cent of all trades settle within four 


days of the Intended Settlement Date (ISD)8 for all securities that trade on the 
London Stock Exchange, and over 99 per cent of trades settle by the ISD in 
Italy.9 


 
 
Question 8 – Have the appropriate steps been taken to limit or manage 
conflicts of interest that arise where an investment firm simultaneously 
conducts client-serving activities and proprietary trading or a trading 
participant is also a shareholder in a venue on which it trades? If you believe 
conflicts management is inadequate, please explain how this manifests itself 
and any recommendation you have for how conflicts management could be 
improved.  
 
 
28 We are unaware of any problems that have arisen as a result of a conflict of 


interest.  This does not present any particular new problem not already covered 
by the existing Conduct of Business rules. We would also make the general 
point that all firms and platforms should have adequate policies in place to 
manage such conflicts effectively, and that the regulatory compliance 
department within such firms should be sufficiently independent.  


 
 
Question 9 – Do you think existing laws and rules on market abuse and 
disorderly trading cover computer generated orders and are relevant in today’s 
market environment?  
 
 
29 In general, we believe that existing laws and rules on market abuse and 


disorderly trading in Europe are still relevant and applicable in today‟s market 
environment. Computer generated trading has not, in our view, given rise to 
any new types of abuse, namely the means by which it may be undertaken or 
the speed. However, it may be useful to have more illustrative guidance and 
examples of what may constitute market abuse and disorderly behaviour in 
markets.  


 
 


                                            
8
 Source: CREST 


9
 Source: Monte Titoli 
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30 The London Stock Exchange Group operates systems and controls across its 
markets designed to identify activity that may either be potentially abusive 
and/or lead to disorderly markets.  These include real-time market surveillance 
as well as ex-post analysis of order and execution data.  We liaise closely with 
the relevant authorities in the UK and Italy (and elsewhere as necessary) to 
assist in any further investigations and/or prosecutions of offences.  


 
31 Finally, our trading systems are configured in such a way as to allow message 


flow management; with controls in place to ensure that no one participant can 
flood the matching engines in a way that would prevent them from operating 
properly and effectively. 


 
 
Question 10 – Are there any strategies employed by HFT firms that raise 
particular concerns? If so, how would you recommend that regulators address 
them?  
 
 
32 Incidences of market abuse and distortive behaviour are not a specific HFT 


issue, but a wider market integrity issue for which the current Market Abuse 
laws and controls are generally sufficient (please see our response to question 
9). 


 
 
Question 11 – Should charges or fees be imposed on messages, cancellations 
or high order-to-trade ratios? If so, how should the fees or charges be 
determined and on what basis?  
 
 
33 Any measure that increases transaction costs will reduce liquidity in markets, 


increasing the cost of capital for companies, and may also exacerbate volatility 
(depending on the design of the market). It is therefore our view that the use of 
such charges should be a commercial decision on the part of the trading 
venue. 


 
 
34 We suggest that imposing an order-to-trade ratio, either by way of trading 


system arrangements or by way of pricing caps, will reduce the depth of 
liquidity in markets or create pricing inefficiencies between related instruments, 
and thus increase the cost for orders seeking to remove displayed liquidity.  


 


 Automated trading strategies (for both agency execution and market making) 
that currently post bids and offers at multiple price points (providing depth of 
liquidity to the market) typically adjust all open orders in response to 
executions or market data events. A capped order-to-trade ratio will drive 
firms to post liquidity at fewer price points or in fewer venues, reducing overall 
liquidity; 


 


 A high order-to-trade ratio is required to ensure efficient price formation in 
many instruments. For example, prices in basket-based instruments (e.g. 
ETFs, index futures, index options) must typically be adjusted to reflect 
changes to any of the underlying constituents, and hence typically have 
higher order-to-trade ratios than ordinary stocks. Similarly, stocks that are 
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traded in more than one venue, or which have active stock options or stock 
futures, also typically have higher order-to-trade ratios. 


 
35 IOSCO will be aware of the work done by the Canadian authorities regarding a 


regulatory fee structure that imposes a cost in proportion to a market 
participant‟s order activity, rather than executed trades; it would be interesting 
to see whether this had any measurable impact on trading strategies.   


 
 
Question 12 – Should market operators be required to make their co-location 
services available on a fair and non-discriminatory basis? 
 
 
36 We agree that access to co-location facilities should be provided on a non-


discriminatory basis.  The same market access offering and related incentives 
should be offered to all participants. This should not mean that co-location 
space has to be limitless – provided it is open to all market participants then it 
should be a commercial service based on supply and demand and should be 
able to be priced accordingly.   


 
37 In assessing co-location from the point of view of fair market access, we would 


also highlight that the information provided on the costs and speeds of co-
location must be correct, clear and not misleading, so that market participants 
are unambiguously and transparently informed about costs and technical 
specifications.  


 
 
Question 13 – Should market operators be required to provide testing 
environments to enable participants in stress test their algorithms? If so, what 
kind of minimum requirements are reasonable?  
 
 
38 We do not believe that market operators should be required to provide testing 


environments for stress testing algorithms. To do so would be incredibly difficult 
to achieve in practice and expensive to implement, as it would require 
simulating a trading environment with parameters that may change in response 
to different externalities (and are therefore difficult to model). 


 
39 However, the London Stock Exchange Group does provide range of customer 


testing services that allow our members to test their systems, and ensure that 
they are fully operational and effective.10 It is our belief that all trading venues 
must offer this service as part of its arrangements for effective systems and 
controls. 


 
40 LSEG also stress tests its systems to ensure that their capacity can meet 


demand and handle potentially high message volumes during times of high 
market volatility. Further, as discussed in question 4, volatility controls and 
circuit breakers are deployed to ensure that trading in particular financial 
instruments remains orderly. We consider that this is a more effective way of 
maintaining orderly markets. 


 
 


                                            
10


 For more information, please visit http://www.londonstockexchange.com/products-and-
services/technical-library/customer/customer-testing-services.htm 
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Question 14 – To what extent do you have other comments related to the risks 
to market integrity and efficiency raised by the issues in this report?  
 
 
41 We have no further views to add at this time 
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12 August 2011 


IOSCO Consultation Report on Regulatory Issues Raised by the Impact of 


Technological Changes on Market Integrity and Efficiency 


We welcome the opportunity to respond to the IOSCO Consultation Report on Regulatory 
Issues Raised by the Impact of Technological Changes on Market Integrity and Efficiency.  This 
is an important issue for a major global buy-side participant such as BlackRock, who is focused 
above all on achieving investment performance for our clients as part of our fiduciary 
responsibility. 
 
General Remarks 
 
BlackRock would, a priori, embrace advances in trading technology, speed, and behaviours to 
the extent that they facilitate improved and consistent outcomes for our clients.  A well 
regulated market environment facilitates responsible growth of capital markets and preserves 
consumer choice, whilst appropriately protecting end-investors.  We feel that a major task of the 
regulatory community in the arena in which this Consultation Report focuses is to acknowledge 
the benefits for investors from advances in technology and then set the regulatory concerns in 
that context. 
 
Specific Remarks 


Q1 What impacts have the technological developments in the markets in recent years had on 
your own trading? Has it encouraged, discouraged or had no impact on your willingness to 
participate on the lit markets, and how does this differ between asset classes and/or 
instruments?  


We generally see recent technological developments in the market in a positive light.  Such 
developments have, on the whole, encouraged our willingness to participate on the “lit 
markets”. 


To enhance the performance we can return our clients, we have leveraged technology to 
increase our direct market access or to employ algorithms to determine aspects of the order 
such as the timing, price, or quantity. 


Matching or crossing orders in so called “dark pools” has been a component of our trading 
throughout.  “Dark pool” trading enables participants to seek liquidity, while reducing the risk of 
distorting stock prices.  It is unfortunate that this term has taken on such a pejorative meaning 
in the industry lexicon. We believe the dark pool market structure has, in fact, brought 
discernable benefit for investors, such as providing an alternative liquidity choice and improving 
pricing for our clients.  


Q2 What are your views on the suggestion that proprietary trading firms (including HFT firms) 
that are not currently subject to registration/authorisation by a regulator should be required to 
obtain such a registration/authorisation? Are there specific regulatory requirements you believe 
such firms should face?  


To what extent do your answers differ if the proprietary trading firm accesses the market as the 
customer of an intermediary firm through DEA (i.e. under that intermediary’s trading 
rules/codes) rather than as a direct member of the market itself?  


BlackRock would support the introduction of a broad definition for automated trading with the 
regulatory requirements capturing all players, thereby ensuring a more robust regulatory 
environment.  High frequency trading (HFT) could be a sub-category of the wider categorisation 
of automated trading. 
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Whilst BlackRock strongly supports requirements for automated trading firms to have robust 
control systems, and to notify their algorithms to supervisors as well as trading venues having 
in place circuit breakers and other risk controls, we would have doubts about the value of HFTs 
being treated as market makers by market operators to ensure they provide liquidity on a 
continuous basis.  Likewise, the introduction of a minimum resting period of orders before they 
can be cancelled from the order book introduces, we believe, inefficiency into the market for 
little discernable benefit for markets or investors alike. 
 
Where sponsored access exists, the regulatory responsibility should fall on the intermediary in 
question, which again ought to be captured by the broad and flat consistent set of requirements 
that should to be applicable across all trading entities. 


Q3 What recommendations, if any, would you propose to strengthen the regulatory 
requirements around pre- and post-trade risk controls? In particular, what measures, if any, do 
you think regulators should introduce that relate specifically to the use of and risks posed by 
algorithmic trading and/or HFT?  


From a pre-trade perspective, we would support strong risk control requirements (e.g. controls 
to prevent ‘fat-finger’ orders) which will ensure that algorithms are used appropriately, based on 
the size, motivation, and potential impact of an order.  ‘Speed-bumps’ which disrupt automated 
momentum following within an automated trading agent past pre-defined thresholds would also 
be a sensible preventative measure. 


From a post-trade perspective, the creation of consolidated audit trails, the data relating to 
orders received and executed, is beneficial. However, any monitoring mechanism must be 
secure with respect to confidentiality of the client’s flow, as well as being able to track trade 
executions and messaging traffic to capture the information in order cancellations and 
amendments. 


Q4 To what extent do you believe the use of trading control mechanisms such as circuit 
breakers and limit-up/limit-down systems by trading venues should be mandated? If you believe 
they should be mandated, should venue operators be permitted to design their own controls or 
should they be harmonised/coordinated across venues (including between interrelated 
instruments such as a derivative and its underlying)?  


BlackRock would support the introduction of uniform mechanisms to curb extreme price 
volatility for stocks and Exchange-Traded Funds (ETFs) across all exchanges, such as circuit 
breakers and price bands (limit-up/limit-down systems).  We would strongly support a high 
degree of global harmonisation for such controls through the issuance of global guidelines in 
this area. 


BlackRock issued a ViewPoint (white paper) on the impact of the 6 May 2010 “flash crash” and 
a second paper in May of 2011, “Revisiting the Flash Crash: A year Has Passed, What Has 
Changed?” The paper sets out the case for the implementation of better rules to help protect 
investors and reflects on the evolution that has occurred in the markets in recent years.   
 
The ViewPoint series can be accessed at the link: 
http://www2.blackrock.com/global/home/PublicPolicy/ViewPoints/index.htm 


Q5 To what extent do you believe market maker schemes offered by trading venues should be 
subject to mandatory minimum criteria? Should the criteria be determined by the trading venue 
alone? To what extent do you agree with the suggestion that the use of stub quotes should be 
prohibited?  


We do not believe that market making obligations should be eligible to be met by stub quotes.  
Instead market makers should be held to providing quotes within an acceptable tolerance band 
from the National Best Bid Offer (in the US) or its equivalent in other markets. The interests of 
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end-investors are otherwise best served from the positive effects of competition amongst 
venues. 


Q6 Do you have suggestions for improvements to regulators’ surveillance capabilities with 
respect to the markets and modern trading techniques? Please elaborate.  


Who should bear the cost of investing in such capabilities and the cost of operating and 
supervising the markets in order to ensure fairness among market participants? Please 
elaborate.  


If the costs for developing appropriate market monitoring capabilities are higher due to the 
volume of activities of a handful of participants, it would be appropriate to have the participants, 
which, for example, generate more messages than a reasonable threshold level, shoulder a 
larger proportion of the cost of maintaining this infrastructure. 


Q7 What do you perceive as the major causes of settlement indiscipline and settlement 
failures? What steps, if any, do you believe regulators should take to address these causes?  


Settlement failures have been highlighted recently, specifically the claim that ETFs are more 
likely to fail then single-name listed equities.


1
  The current system in the US does not 


differentiate between a fail by a market maker and a fail by other market participants.  A market 
maker failing to deliver on T+4 and T+5 through their normal trading activity is treated the same 
as any other fail.   
 
BlackRock supports additional transparency around the failure rate of ETFs.  We would 
recommend full transparency regarding the duration of a fail, the size of the fail, and a flag 
indicating whether the fail is the result of market making activity.  It would then be simple to 
generate the percentage of fails caused by market making activities.  
 
In the European cash equities context, HFT strategies would very often seek to end the day 
with a net flat position and would therefore not have any settlement obligations. In the 
derivatives context, we do not see settlement discipline as an issue.   


Q8 Have the appropriate steps been taken to limit or manage conflicts of interest that arise 
where an investment firm simultaneously conducts client-serving activities and proprietary 
trading or a trading participant is also a shareholder in a venue on which it trades? If you 
believe conflicts management is inadequate, please explain how this manifests itself and any 
recommendation you have for how conflicts management could be improved.  


Yes, to the extent that firms have robust and appropriate execution policies in place, conflicts of 
interest are typically addressed through such policies.   


Q9 Do you think existing laws and rules on market abuse and disorderly trading cover computer 
generated orders and are relevant in today’s market environment?  


It would be prudent to review laws and rules on market abuse and disorderly trading in view of 
recent market developments and a more automated trading environment.  However, regulators 
would be urged to approach such an exercise from a neutral starting position and base any and 
all future policy actions on a sound cost-benefit analysis of a range of policy options.  This 
should follow a rigorous consultative process with market participants and other interested 
stakeholders. 


                                                
1
 In the United States, rule 204 of Reg SHO which applies to all securities including ETFs governs rules 


around short sales.  A market participant is in violation if they have not covered their naked short via a 
purchase or secured a borrow before the start of trading on T+4 (the day after settlement).  Also within 
Rule 204 is an exemption giving market makers an additional 3 days to cover their naked short.  The 
motivation for this extension is that market makers are providing liquidity to the marketplace and this 
then gives them additional time to cover their position through normal two-way trading.  
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Q10 Are there any strategies employed by HFT firms that raise particular concerns? If so, how 
would you recommend that regulators address them?  


Future regulatory action should be based on a thorough evaluation of the impact of HFT 
strategies in the round.  On the buy-side it is difficult to state, in the absence of the necessary 
data that high- frequency traders hold, the full extent of the strategies that HFT pursue.  
However, based on IOSCO’s Consultation Report, it appears that most are a logical evolution 
of standard arbitrage or market making activities that have arisen in the light of technological 
innovation and continued fragmentation of, or competition between, markets. 


Strategies that are designed to profit from abusive and manipulative disruption of the integrity of 
the market are of paramount concern (i.e. the so-called ‘quote stuffing’ and ‘momentum ignition’ 
strategies).  Regulators are therefore responsible for determining if HFT firms practice 
manipulative behaviour by escalating their ability to monitor markets at the level of today’s 
trading velocity and sanction those firms appropriately. 


Q11 Should charges or fees be imposed on messages, cancellations or high order-to-trade 
ratios? If so, how should the fees or charges be determined and on what basis?  


It would not be appropriate for regulators to intervene in the commercial pricing policies of 
trading venues.  Imposing fees on high order-to-trade would be detrimental to overall liquidity 
and bid/offer spreads.  This would effectively act as a tax on HFT participants and remove them 
from that market centre. Therefore, we believe that the charges or fees imposed by venues on 
participants should be commercially set at the full discretion of that venue. 


Q12 Should market operators be required to make their co-location services available on a fair 
and non-discriminatory basis?  


BlackRock would not consider it appropriate for regulators to intervene in the commercial 
pricing policies of trading venues with respect to messages, cancellations or high order to trade 
ratios unless there is empirical analysis proving the cause to do so. 


Q13 Should market operators be required to provide testing environments to enable 
participants to stress test their algorithms? If so, what kind of minimum requirements are 
reasonable?  


Any requirement to provide testing environments to enable participants to stress test their 
algorithms could intuitively appear beneficial for markets.  We would caution however that if the 
requirements were overly onerous in this area they could stifle innovation and/or 
responsiveness of the development of algorithms by brokers. 


It is worth noting that stress testing algorithms could give a false sense of security as market 
events such as Flash Crash and periods of extreme volatility would be difficult to produce in a 
test environment.  These are usually the result of a combination of events such as news or 
specific participant behaviour. 


Q14 To what extent do you have other comments related to the risks to market integrity and 
efficiency raised by the issues in this report?  


We do not have additional points to raise in relation to the report. 
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About BlackRock  


 
BlackRock is one of the world’s preeminent asset management firms and a premier provider of 
global investment management, risk management and advisory services to institutional and 
retail clients around the world. As of 30 June 2011, BlackRock’s assets under management 
totalled €2.56 trillion across equity, fixed income, cash management, alternative investment and 
multi-asset and advisory strategies including the industry-leading iShares® exchange traded 
funds.  Through BlackRock Solutions®, the firm offers risk management, strategic advisory and 
enterprise investment system services to a broad base of clients with portfolios totalling more 
than €7.00 trillion. 
 
Our client base includes corporate, public, multi-employer pension plans, insurance companies, 
third-party and mutual funds, endowments, foundations, charities, corporations, official 
institutions, banks and individuals.  BlackRock represents the interests of its clients by acting in 
every case as a fiduciary.  It is from this perspective that we engage on all matters of public 
policy.  BlackRock supports regulatory reform globally where it increases transparency, protects 
investors, facilitates responsible growth of capital markets and, based on thorough cost-benefit 
analyses, preserves consumer choice.   
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IOSCO consultation on the Impact of Technological Changes 


on Market Integrity and Efficiency 
 


 


BTPS Management strongly welcomes this paper from IOSCO and the issues which it raises. 


We welcome the opportunity to comment. By way of background, the BT Pension Scheme is the 


UK’s largest corporate pension scheme, managing assets worth around £35 billion and responsible for 


some 340,000 beneficiaries under a defined benefit (DB) structure. 
 


As ultimate asset owners, pension schemes have a strong interest in transparent and efficient 


markets. These will most efficiently deliver the capital allocation and capital growth benefits 


which financial markets offer. We note that most participants in the financial markets are not 


ultimate asset owners, or principals; rather they are agents. Many agents will benefit either 


directly or indirectly from market inefficiencies and a lack of transparency, using this to gain 


trading advantages which they try to hold exclusively for themselves. Our firm view is that 


market regulation needs to favour transparency and efficiency and work to ensure that market 


structures and practices are not skewed to the benefit of a limited group of market 


participants. 


 


We believe that the intention to reassess whether the right balance has been struck in 


regulation is highly appropriate. We believe in particular that this reassessment is important 


and necessary both in terms of competition between trading markets as compared with 


transparent on-market trading, and in relation to whether certain specific activities associated 


with high-frequency trading are abusive of the markets. 


 


We would note one key element which should underpin IOSCO’s and national regulators’ 


consideration of these issues: what characteristics of liquidity are of most value economically 


and so which forms of liquidity should be most fully facilitated by regulation. In particular, 


we would ask whether the paper’s chosen definition of liquidity as “the ability to trade large 


size quickly, at a low cost, when you want” fully captures the nature of liquidity which 


provides economic value. Rather, we believe a better and more valuable definition of 


liquidity includes the consideration that it should be possible to trade at scale without having 


a significant impact on pricing. We note that the nature and intent of many high-frequency 


trading algorithms is expressly contrary to this ability. We would welcome IOSCO and 


national regulators considering what form of liquidity they are most seeking to encourage and 


facilitate. 


 


We would also note that beyond a certain level, we do not believe that additional liquidity 


adds anything to the process of price discovery. Rather, we believe that additional liquidity 


after a point simply favours additional trading activity, which may in fact drive trend-


following behaviours in investment markets, leading to a greater propensity to bubbles and 


busts. 


 


We respond to IOSCO’s specific questions below. 







 


Q1 What impact have the technological developments in the markets in recent years 


had on your own trading? Has it encouraged, discouraged or had no impact on your 


willingness to participate on the lit markets, and how does this differ between asset 


classes and/or instruments? 


 


As with most investors, we have found ourselves obliged to shift trading into less visible 


venues or routes to the markets. In essence, this has meant a shift from trading directly in 


the markets to handing responsibility for trading to those more able to use dark liquidity 


and to split larger trades into smaller packets, or to a greater use of derivatives. As the 


paper suggests, this movement to conceal activities has always been a feature of the 


market; it is just that the more sophisticated ways of detecting trading mean that investors 


which do not use increasingly sophisticated (and increasingly costly) methods to conceal 


their activities are more likely to be identified and so suffer the burdens of being traded 


ahead. The concern is that failing to use these sophisticated routes to the markets exposes 


us to additional frictional costs as algorithms and other high frequency trading identifies 


our activity and shaves basis points from the value we might otherwise obtain. However, 


instead of these frictional costs, we face other costs in terms of the charges from those we 


hire to trade on our behalf. The broader impact is that there is less activity on lit markets 


(or indeed in the underlying assets at all), reducing the ability of markets to generate 


transparent pricing signals. 


 


We thus welcome the proposal to consider whether the appropriate balance has been 


struck between encouraging competition between trading spaces and promoting the use of 


transparent, on-venue trading.  


 


The paper quotes one definition of liquidity as “the ability to trade large size quickly, at a 


low cost, when you want”. We would note that most definitions of liquidity consider that it 


is the ability to trade at scale without having a significant impact on pricing; the nature and 


intent of many high frequency trading algorithms is expressly contrary to this ability. We 


would suggest therefore that a clear view needs to be taken as to what characteristics of 


liquidity provide most economic value as a foundation for any policy-making in this area. 


 


 


Q2 What are your views on the suggestion that proprietary trading firms (including 


HFT firms) that are not currently subject to registration/authorisation by a regulator 


should be required to obtain such a registration/authorisation? Are there specific 


regulatory requirements you believe such firms should face? 


To what extent do your answers differ if the proprietary trading firm accesses the 


market as the customer of an intermediary firm through DEA (i.e. under that 


intermediary’s trading rules/codes) rather than as a direct member of the market itself? 


 


We believe that participants in the market should face a level playing field of regulation 


and oversight. We do not believe that in practice there is a difference between accessing 


the market through DEA or otherwise. 


 


 


Q3 What recommendations, if any, would you propose to strengthen the regulatory 


requirements around pre- and post-trade risk controls? In particular, what measures, if 


any, do you think regulators should introduce that relate specifically to the use of and 


risks posed by algorithmic trading and/or HFT? 







 


 


We have no specific recommendations on this point, though we would welcome active 


consideration being given to the proposal regarding banning the provision of DEA to 


customers whose trading is not subject to appropriate pre-trade controls. 


 


 


Q4 To what extent do you believe the use of trading control mechanisms such as circuit 


breakers and limit-up/limit-down systems by trading venues should be mandated? If 


you believe they should be mandated, should venue operators be permitted to design 


their own controls or should they be harmonised/coordinated across venues (including 


between interrelated instruments such as a derivative and its underlying)? 


 


We believe that the events of the flash crash suggest that there is a clear need for circuit 


breakers to be put in place. While circuit breakers do by their nature have a negative 


impact on liquidity and activity we believe that the pause in trading which they apply can 


be highly valuable in extreme circumstances. However, we would suggest that given the 


crash appears to have arisen at least in part through the interaction of modern 


technological trading with specific US market rules, those circuit breakers will need to be 


different in different markets to respond to their specific circumstances. So we believe that 


harmonised or coordinated controls would not be appropriate. 


 


 


Q5 To what extent do you believe market maker schemes offered by trading venues 


should be subject to mandatory minimum criteria? Should the criteria be determined 


by the trading venue alone? To what extent do you agree with the suggestion that the 


use of stub quotes should be prohibited? 


 


We do not believe that parties should benefit from being treated as market makers unless 


they are prepared to take on the burdens inherent in this role: ie providing genuine 


liquidity even at times of stress. This may well not be possible for investors which seek to 


have flat positions at the end of the trading day: a genuine market-maker is prepared to 


carry a position and has the necessary regulatory capital to do so. We would note our view 


that the liquidity provided by most high frequency trading firms is of dubious value given 


that their model is to be flat overnight – any apparent liquidity is withdrawn automatically 


on a regular basis, as well as in moments of market turbulence. 


 


Stub quotes appear to us a way of obeying market rules while flouting the spirit of those 


rules. They are therefore unwelcome and should not be permitted. 


 


 


Q6 Do you have suggestions for improvements to regulators’ surveillance capabilities 


with respect to the markets and modern trading techniques? Please elaborate. 


Who should bear the cost of investing in such capabilities and the cost of operating and 


supervising the markets in order to ensure fairness among market participants? Please 


elaborate. 


 


If there is any requirement for a technological upgrade by regulators, we believe that the 


cost burden of this needs to fall on the shoulders of those firms whose activities lead to 


this requirement. This is the only way to ensure fairness among market participants. We 


believe that a simple way for this to be delivered would be to tax co-location charges. 







 


 


 


Q7 What do you perceive as the major causes of settlement indiscipline and settlement 


failures? What steps, if any, do you believe regulators should take to address these 


causes? 


 


We believe that trading strategies which expressly intend the bulk of posted offers and 


bids to be withdrawn rather than fulfilled are unhelpful for disciplined markets where 


settlement failures are minimised.  


 


 


Q8 Have the appropriate steps been taken to limit or manage conflicts of interest that 


arise where an investment firm simultaneously conducts client-serving activities and 


proprietary trading or a trading participant is also a shareholder in a venue on which it 


trades? If you believe conflicts management is inadequate, please explain how this 


manifests itself and any recommendation you have for how conflicts management could 


be improved. 


 


We believe that greater attention needs to be paid to the area of conflicts of interest 


generally. We believe in particular that proprietary trading activities may on occasions be 


inimical to client interests.  


 


 


Q9 Do you think existing laws and rules on market abuse and disorderly trading cover 


computer generated orders and are relevant in today’s market environment? 


 


We do believe that the current rules on market abuse on their face do encompass orders 


generated by modern technology, but we fear that the current narrow definition of those 


activities which fall foul of the market abuse regime is too narrow. We believe that on any 


natural understanding of language and appropriate market behaviour, trading activities 


which involve posting large numbers of bids and offers, the bulk of which are withdrawn – 


and were never intended to be fulfilled but were only placed to gain market knowledge – 


must be market abuse. These are phantom bids and offers and as their intent is never to be 


fulfilled, such phantoms seem deliberate attempts to take advantage of other market 


participants simply to the benefit of the party posting these phantom quotes. To be clear, 


we believe that this analysis extends beyond just flash orders, which we would strongly 


favour seeing banned; we believe active consideration needs to be given to regulatory 


intervention which goes well beyond just flash orders. 


 


 


Q10 Are there any strategies employed by HFT firms that raise particular concerns? If 


so, how would you recommend that regulators address them? 


 


As discussed above, we believe that the process of making multiple bids and offers which 


are never intended to be fulfilled should be a focus for significant regulatory attention.  


 


 


Q11 Should charges or fees be imposed on messages, cancellations or high order-to-


trade ratios? If so, how should the fees or charges be determined and on what basis? 


 







 


We believe that fees and charges are a less appropriate step than a regulatory response 


using the tools of market abuse and disorderly trading rules. 


 


 


Q12 Should market operators be required to make their co-location services available 


on a fair and non-discriminatory basis? 


 


We believe that this is a necessary step. We share the view reported in the paper that there 


has been a most unhelpful arms race in co-location whereby some investors have sought 


an advantage over their peers. Any such advantages are unhelpful to the proper 


functioning of the markets and so it is necessary for regulatory authorities to take any 


necessary steps to ensure that the benefits of co-location are available on a fair and non-


discriminatory basis. We have seen it suggested that co-location charges are equivalent 


economically to market participants paying markets to delay information flows to other 


investors; clearly this would not be permitted by regulators. The natural conclusion of this 


analysis is that co-location needs to be made available on a non-discriminatory basis. As 


indicated above, we believe that a tax could be applied to co-location fees in order to fund 


an increase in regulatory costs which arises from the challenge of overseeing high-


frequency trading. 


 


 


Q13 Should market operators be required to provide testing environments to enable 


participants in stress test their algorithms? If so, what kind of minimum requirements 


are reasonable? 


 


We believe that stress testing of algorithms is necessary and vital to ensure that they do not 


further disrupt the market. It seems appropriate to require market operators – which benefit 


directly from the trading activity generated by high-frequency traders – to provide the 


environments necessary to facilitate this.  


 


 


Q14 To what extent do you have other comments related to the risks to market integrity 


and efficiency raised by the issues in this report? 


 


We have nothing to add to the comments above.  
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The NASDAQ OMX Group, Inc. delivers trading, exchange technology and public company services 


across six continents, with more than 3,600 listed companies. NASDAQ OMX offers multiple 


capital raising solutions to companies around the globe, including its U.S. listings market, NASDAQ 


OMX Nordic, NASDAQ OMX Baltic, NASDAQ OMX First North, and the U.S. 144A sector. The 


company offers trading across multiple asset classes including equities, derivatives, debt, 


commodities, structured products and exchange-traded funds. NASDAQ OMX technology supports 


the operations of over 70 exchanges, clearing organizations and central securities depositories in 


more than 50 countries.  NASDAQ OMX Nordic and NASDAQ OMX Baltic are not legal entities but 


describe the common offering from NASDAQ OMX exchanges in Helsinki, Copenhagen, Stockholm, 


Iceland, Tallinn, Riga, and Vilnius. 


 


 


NASDAQ OMX welcomes the opportunity to comment on the Consultative report on Regulatory 


Issues Raised by the Impact of Technological Changes on Market Integrity and Efficiency. 


 


NASDAQ OMX provides comments from the perspective of operator of securities exchanges in 


multiple jurisdictions in the US and Europe as well as provider of technology to exchanges 


worldwide.  


 


General comments 


 


Regulation must evolve with market structure and technology. No matter how the broader 


transparency debate is resolved, there should be no doubt that transparency to regulators underpins 


fair markets. NASDAQ OMX has made and continues to make significant investments in regulatory 


technology and the training of regulatory staff to maintain the fairness of its rapidly evolving and 


highly automated markets. In this evolving market environment we should consider having better 


coordinated regulation across markets through a consolidated audit trail that provides full 


transparency into the conduct of each market participant. In addition, better coordination by regulators 


is essential to ensure effective cross-market surveillance. 


 







 


NASDAQ OMX has continually harnessed the power of technology, transparency and competition to 


become the leading exchange operator, delivering exchange technology and public company services 


across six continents. NASDAQ OMX developed and honed these core principles over its 40-year 


transformation from an opaque segment of the over-the-counter market to global prominence as the 


largest exchange operator on the planet. NASDAQ pioneered the competing-dealer market model and 


became the first electronic market and the first market to use technology to organize dispersed 


quotations. Through the 1980s and 1990s, NASDAQ added real-time trade reporting for both 


domestic and foreign stocks, real-time dissemination of trade reports, and real-time dissemination of 


regulatory information. NASDAQ continued to leverage technology, developing new order routing 


and negotiation systems that led to later automated execution systems. In 2008, NASDAQ capped a 


transformative decade by acquiring Sweden‘s OMX Group to become the world's largest exchange 


company, NASDAQ OMX. Today, NASDAQ OMX is a technology provider to 70 exchanges, 8 


regulators and 50 international brokerage clients around the world through our trading technology and 


SMARTS regulatory surveillance systems. 


 


NASDAQ OMX does not share the skepticism expressed by some towards the automation and 


acceleration of trading practices. Healthy markets have always harnessed the power of rapid 


communication to drive trading efficiency, increase transparency, and bolster liquidity. On a 


superficial level, speed does offer trading advantages to those that possess it. The important policy 


question, though, is whether the availability of those advantages is fair and beneficial or not. In 


NASDAQ OMX‘s view, speed in and of itself is neither inherently fair nor unfair. 


 


A more appropriate goal of regulation is to ensure equality of availability and fair access. Some 


traders will invest in algorithms; others invest elsewhere for their own legitimate reasons. 


NASDAQ OMX fully supports regulators‘ efforts to eliminate artificial barriers that favor one 


participant or set of participants over another by, for example, making co-location or proprietary data 


available only to select members. 


 


Another manifestation of speed about which some are skeptical is High Frequency Trading (HFT). It 


is important to understand that the term HFT is not clearly defined and is used to describe numerous 


different trading strategies and practices. To NASDAQ OMX, HFT is best understood as the use of 


high speed automated trading technology to generate and route orders according to computer 


algorithms. As a practice, HFT is employed by both specialized boutiques and within larger financial 


services firms, as well as by proprietary traders and on behalf of institutions. NASDAQ believes that 


HFT, as described above, benefits the market by adding liquidity and contributing to narrower spreads. 


Speed is not inherently unfair or harmful, it is the misuse, misapplication of speed or the lack of 


appropriate risk controls that may harm investors or markets. As stated above, regulation and 


surveillance must keep pace with technology. NASDAQ OMX believes that regulators can continue 


to evolve to meet any challenge posed by HFT.  


 


Requirements for market surveillance for all types of organized trading should be on the same level, 


ensuring the same quality of market surveillance irrespective of where the trading of an instrument 


takes place. Where practicable, we believe this should be accomplished through uniform standards 


and access to comprehensive trading information in a format agreed among trading venues or required 


by government regulators to facilitate cross-market regulation.  


 


 







Answers to specific questions of relevance to NASDAQ OMX as an operator of exchanges 


 


Q1 What impact have the technological developments in the markets in recent years had on 


your own trading? Has it encouraged, discouraged or had no impact on your willingness to 


participate on the lit markets, and how does this differ between asset classes and/or 


instruments?  


 
While NASDAQ OMX does not engage in its own trading, we have seen dramatic swings in the 


willingness of U.S. market participants to trade on lit markets as trading technology has evolved. At 


the end of the U.S. manual market era, circa 2001, there was more trading on lit markets than today. 


Admittedly, a lit market in 2001 was less transparent than a lit market in 2011. The rapid migration of 


trading technology to lit electronic limit order books through the mid-2000s led to an increase in the 


proportion of trading that was lit in the U.S. through 2006-2007, as the technology available for dark 


trading lagged behind that of the lit markets. Since 2009, however, lit trading has been steadily 


declining as a percentage of overall volume, from 80% in early 2009 to less than 70% today. While 


technology is unlikely to be the only cause of the increase in dark volume over the past two years, it is 


likely that the declining cost of trading systems, including trading algorithms, routers, and matching 


engines, has contributed to the decrease in participation on lit markets. 


 


Q2 What are your views on the suggestion that proprietary trading firms (including HFT 


firms) that are not currently subject to registration/authorisation by a regulator should be 


required to obtain such a registration/authorisation? Are there specific regulatory 


requirements you believe such firms should face? To what extent do your answers differ if 


the proprietary trading firm accesses the market as the customer of an intermediary firm 


through DEA (i.e. under that intermediary’s trading rules/codes) rather than as a direct 


member of the market itself?  


 
We support adequate supervision of all market participants. NASDAQ OMX has been a leader in 


attempting to rationalize the surveillance and regulation of sponsored access.  


 


At a minimum, regulators‘ supervision should include requiring that each sponsored participant enter 


the market using a unique market participant identifier or mnemonic that enables regulators to more 


quickly link the firm with its trading activity. Also, when investment firms sponsoring HFT firms 


implement adequate risk control procedures, regulators must supervise that these risk control 


processes are adequate. Licensing HFT firms directly would facilitate regulators‘ supervision of the 


HFTs‘ pre-trade risk controls.  


 


Trading venues may determine that sponsorees should sign contracts with them to ensure that the 


venue has privity of contract and jurisdiction over the sponsoree. In any event, it should always be 


clear that the sponsoring firm remains liable for the activity of any firm it sponsors into a trading 


venue.   


 


Q3 What recommendations, if any, would you propose to strengthen the regulatory 


requirements around pre- and post-trade risk controls? In particular, what measures, if 


any, do you think regulators should introduce that relate specifically to the use of and risks 


posed by algorithmic trading and/or HFT?  


 
We believe that pre-trade risk controls are an important safeguard that should be required of all 


market participants and should certainly be a precondition to allow firms to sponsor other traders into 







a market. The U.S Securities and Exchange Commission (the ‖SEC‖) recently took important steps to 


strengthen risk control requirements for trading activity in the United States (‖Market Access Rule‖). 


Compliance with the regulatory and risk management provisions of the Market Access Rule took 


effect July 14, 2011 for equities, options, exchange traded funds and security based swaps. The rule 


for fixed income securities will become effective on November 30, 2011, as will the credit control 


provisions for all of these asset classes. The rule applies to all broker dealers with market access and 


requires risk management controls and supervisory procedures that are designed to ensure that 


customers‘ transactions are within credit and capital thresholds, orders are not erroneous, orders do 


not violate applicable regulatory requirements and risk management controls are under the ―direct and 


exclusive control‖ of the broker-dealer. 


 


Our experience is that systemic risks such as bad trades or technology failures are not unique to HFT 


firms and, therefore, HFT should not be regulated in isolation. However, where the HFT model may 


expose or magnify certain risks, HFT firms, their sponsors and trading venues must factor this into 


their controls and regulations. For example, in a jurisdiction where a firm is required to have 


reasonable policies and procedures in place to prevent erroneous trades, an HFT firm might be 


deficient if its procedures failed to require reasonable testing of algorithms before launch. However, 


we disagree with commenters who recommend that exchanges or government regulators be required 


to review and approve algorithms before use. Such regulators are unlikely to have the expertise to 


adequately perform such a function.  


 


Q4 To what extent do you believe the use of trading control mechanisms such as circuit 


breakers and limit-up/limit-down systems by trading venues should be mandated? If you 


believe they should be mandated, should venue operators be permitted to design their own 


controls or should they be harmonised/coordinated across venues (including between 


interrelated instruments such as a derivative and its underlying)?  


 
NASDAQ OMX supports the use of carefully designed tools that lessen the risk that system problems, 


trading errors and market confusion decouple trading prices from the intrinsic value of securities 


thereby triggering ―flash crash‖ events. Where practicable, we believe limit up/limit down 


mechanisms, which for some period of time limit trading to a band without halting the market, are less 


disruptive than circuit breakers that immediately halt the market for a period of time. Since trading 


controls of any type must operate in real time, using multiple limit up/limit down thresholds or a limit 


up/limit down mechanism in combination with circuit breakers may be optimal for providing controls 


which can handle both minor and major disruptions in liquidity. Similarly, we believe it is important 


for regulators to periodically review risk controls and adjust parameters as needed.  


 


There is a compelling case for mandating cooperation among trading venues as regards volatility 


guards and other circuit breakers to avoid confusing and conflicting controls. We believe that 


exchanges or government regulators should implement uniform rules across all trading venues and 


instruments. Where one market must monitor the process and trigger trading pauses or halts, the 


‗home or listing market‘ is usually best suited to this task. Similarly, if uniform standards are not 


possible, we believe the home market should be tasked with calibrating the parameters of such risk 


controls, with secondary markets obligated to follow the lead of the primary market and apply the 


same calibration in their guards and circuit breakers. The cost of creating and operating trading 


controls is covered by the listing fees paid to the home market. 


 







Risk controls such as circuit breakers are useful and have been applied in several forms in our various 


markets. Our Nordic markets employ a functionality called static volatility guard in order to moderate 


large sudden volatility spikes in individual securities. It is important to note that such volatility can 


result from many causes such as material news, market rumors, technology glitches or trading errors 


that are not confined to HFT. The static volatility guard operating in the Nordic markets uses the 


previous trading day‘s closing price as a reference price and is designed to prevent the price moving 


more than a specified percentage (calculated per instrument) away from the reference price. If the 


price reaches/exceeds the reference price trading is halted for three minutes while an intraday auction 


takes place. NASDAQ OMX‘s Nordic markets also operate a dynamic volatility guard to ensure that a 


single order does not move the stock more than a specified percentage (also calculated per instrument) 


away from the price of the last execution. If this guard triggers, a one minute intraday auction takes 


place. 


 


In the United States, the SEC has worked with the exchanges to develop coordinated circuit breaker 


rules. In the wake of the events of the May 6, 2010 flash crash, markets introduced a new market-wide 


single stock circuit breaker functionality that currently applies to securities in the S&P 500 and 


Russell 1000 and to certain exchange traded products, primarily exchange-traded funds. On August 8, 


2011, single stock circuit breakers will be extended to all other securities covered by the national 


market system for consolidation and dissemination of transaction information.  


 


On April 5, 2011, U.S. exchanges and the Financial Industry Regulatory Authority (―FINRA‖) filed a 


proposal to establish a new ―limit up-limit down‖ mechanism to address extraordinary market 


volatility in U.S. equity markets. Under the proposal, the mechanism would prevent trades in listed 


equity securities from occurring outside of a specified price band, which would be set at a percentage 


level above and below the average price of the security over the immediately preceding five-minute 


period. To accommodate more fundamental price moves, there would be a five-minute trading pause 


– similar to the pause triggered by the current single stock circuit breakers – if trading is unable to 


occur within the price band for more than 15 seconds. It is expected that the limit up-limit down 


mechanism will replace single stock circuit breakers. 


 


In addition, the SEC and the exchanges are in discussions to update the market-wide circuit breakers 


that have not been significantly modified since 1998. Changes would likely include transitioning to a 


broader-based index as the reference measure, reducing the duration of halts in all but the most 


extreme drops and lowering the percentage movements that trigger halts. Currently, the first market-


wide halt does not occur until the Dow Jones Industrials Average drops 1200 points (10%). When 


introduced in 1987, a 350-point drop triggered the first halt. 


 


Q5 To what extent do you believe market maker schemes offered by trading venues should 


be subject to mandatory minimum criteria? Should the criteria be determined by the 


trading venue alone? To what extent do you agree with the suggestion that the use of stub 


quotes should be prohibited?  
 


The criteria should be determined by the trading venues. The minimum criteria may need to be 


modeled according to local practices and needs and may vary over time. The trading venues have 


sufficient incentives to maintain stable and efficient markets, supported by appropriate rules and close 


oversight of markets. 


 







In Europe, market makers are already subject to certain legislation in the Market in Financial 


Instruments Directive (MiFID). 


 


A comment specifically regarding the US markets. NASDAQ OMX is concerned that the current 


quotation regime creates artificially wide public reference prices for some low-priced and liquid 


securities. The current requirements established by the SEC do not permit quoting in increments less 


than one cent in quotations priced at or above $1.00 and permits quoting in increments as small as 


$0.0001 for quotes priced below $1.00. We believe this is driving some price discovery into non-


transparent ―dark‖ markets. Simultaneously it contributes to excessive, inefficient quoting in some 


higher-priced securities. Investors would benefit from a more intelligent tick size regime. 


 


Minimum quotation increments matter. Setting minimum quotation increments too large, even at one 


cent, can harm price discovery. If the minimum increment is too wide, investors may be willing to 


buy and sell securities at prices between a one-penny spread but lack the ability to display that 


willingness to the market. Today, investors can only express a willingness to trade between one-penny 


spreads by using non-displayed orders priced at the half-penny midpoint in certain exchange and non-


exchange trading systems, and by offering price improvement in non-exchange trading systems. 


Setting minimum quotation increments too small can also harm price discovery. If the minimum 


increment is too small, investors hoping to set the best bid or offer could enter orders that improve 


prices by an amount that is economically insignificant relative to the price of the security and 


aggregate value of a given trade. As a result, quotations may change rapidly and, in the absence of 


actual executions, potentially may be wasteful. Quotes that change too rapidly and prices that move 


for insignificant amounts reduce the incentives to post limit orders. Where the quotation increment is 


too small or too large, price discovery is impaired.  


 


In the wake of the flash crash, the SEC and U.S. markets examined the impact of stub quoting on the 


price decline. The SEC approved new rules proposed by the exchanges and FINRA to strengthen the 


minimum quoting standards for market makers and effectively prohibit "stub quotes" in the U.S. 


equity markets. The new rules require market makers in exchange-listed equities to maintain 


continuous two-sided quotations during regular market hours that are within a certain percentage band 


of the national best bid and offer (the best price across U.S. markets in a security). 


 


As with other issues, we believe that whatever standard is adopted should apply across all trading 


venues, whether exchange, alternative trading system, multilateral trading facility or any other 


comparable type of execution venue. Trading venues that offer the same or similar trading services 


should compete on a level playing field. In case one type of trading is targeted with more restrictive 


conditions, the level playing field is broken. Trading is then likely to move to other venues. It is 


important to defend the transparent trading venues; otherwise the risk is that trading moves away from 


the lit venues and the proportion of dark trading increases even further. 


 


The above argument also point at the challenge of maintaining a balance between the efficiency and 


innovation benefits of competition on the one hand, against the regulatory and fairness benefits of 


standardization on the other hand. Operators of all types of venues must have the ability to innovate, 


to deliver ever increasing efficiency to the market. At the same time, market participants need to have 


continued trust in the markets. The regulatory safeguards, surveillance and the supervisory oversight 


need to support this. 


 







Q6 Do you have suggestions for improvements to regulators’ surveillance capabilities with 


respect to the markets and modern trading techniques? Please elaborate. Who should bear 


the cost of investing in such capabilities and the cost of operating and supervising the 


markets in order to ensure fairness among market participants? Please elaborate.  


 
In general, as trading activities are increasingly fragmented across markets, the need for cooperation 


among regulators is becoming increasingly important when it comes to market surveillance. Such 


cooperation is crucial in order to ensure market integrity. Regulators‘ surveillance capabilities need to 


be state-of-the-art and need to facilitate cooperation among regulators. Investment in flexible systems 


that can be continually updated/adapted to changing market behaviours and regulations is necessary. 


As we see it, the measures to address surveillance of fragmented markets today are not providing the 


sufficient safeguards. Authorities seem to not have the sufficient tools or resources to analyse all the 


data. Depending on the characteristics of markets, the degree of interlinkage between markets, 


geographically and otherwise, several solutions of how to best achieve the necessary overall view and 


cooperation can be envisaged. 


 


One example of a market where the regulator has taken the initiative and introduced rules that give the 


supervisor powers is the Australian market, which is currently preparing for increased competition 


with the arrival of Chi-X. The Australian Securities and Investment Commission (ASIC) has used the 


application of existing technology to enable it to open up the Australian market to competition, while 


putting in place the appropriate safeguards first. Once Chi-X goes live in Australia, ASIC will have 


real-time consolidated oversight of trading on both Chi-X and the ASX. 


 


We believe that the best form of regulation involves a cooperative partnership between trading 


venues, government regulators and compliance officers at the trading firms. While government 


regulators have a valuable role in monitoring markets, not least because they have the enforcement 


powers and they are able to take an overall view of the market, the markets themselves often have the 


best knowledge of the functioning of the markets they operate and the local trading practices. 


Compliance officers strengthen the cooperation by self reporting violations of trading rules directly to 


the trading venues or regulators, but they need appropriate technology to identify these breaches in the 


first place. Regulators‘ surveillance capabilities need to be state-of-the-art so that they can analyse and 


make sense of vast amounts of data, and they must enable sharing of information to facilitate 


cooperation among regulators. This includes investment in surveillance technology that can easily be 


updated/adapted as regulations and market characteristics evolve. We do believe that trading venues 


can successfully perform cross-market surveillance if they have access to an audit trail of market data. 


Trading venues do not, however, have the same arsenal of enforcement tools or broad jurisdiction to 


enforce securities laws available to government regulators. For this reason, the regulatory programs of 


trading venues and government regulators must complement each other. An alternative approach to 


ASIC's was taken by Canada where the SRO, the Investment Industry Regulatory Organization of 


Canada (IIROC) has the responsibility to set up and enforce high quality regulatory and investment 


industry standards. IIROC has successfully implemented tools that provide real-time consolidated 


surveillance capabilities in a fragmented market, processing hundreds of millions of trading messages 


per day, while having independence from the trading venues that it is  required to investigate, whilst 


also having the ability to take action against participants that breach trading rules and laws. 


 


NASDAQ OMX shares the concern of commentators who question whether more needs to be done to 


ensure that there is a level playing field among the regulatory programs of trading venues. Unequal 


regulation can lead to regulatory arbitrage and a race to the bottom. Government regulators may need 







to consider whether minimum standards are necessary for regulatory programs. Similarly, serious 


consideration needs to be given to how to equitably apportion the cost of good regulation so that 


traders do not bypass well regulated markets as a way to save money. Allocation of costs might 


include regulatory fees assessed based on total trading activity rather than solely activity on a specific 


market. This would allow exchanges to recoup more of the actual cost of performing cross-market 


surveillance, which often entails review of trading that occurs on other markets. Several U.S. options 


exchanges have adopted this model for a cross-market ―options regulatory fee.‖  Alternatively, in 


jurisdictions where firms belong to an industry group, such as FINRA in the U.S., that organization 


could bill members directly for regulatory costs which are then either used by that entity for 


surveillance purposes or transferred to the entities that are responsible for surveillance. This approach 


is however only viable where all firms trading the relevant security are members of the entity 


responsible for financing the costs of surveillance. 


 


It is true, as is stated on page 12 in the Report, that US markets show a strong degree of inter-linkage 


and that for instance European markets may not show the same degree of interconnectedness. 


However, it is our firm belief that European markets are also to a significant degree interconnected. 


The MiFID legislation that came into force in 2007, introduced competition between trading venues 


across Europe, by the introduction of MTFs as is referred to on page 13 in the Report, which has 


resulted in market fragmentation. This development, and the technological development in focus in 


the Report, indeed calls for a regulatory approach that ensures an overall monitoring of the markets in 


Europe as well. 


 


We attach as Annex 1, a letter sent to the European Securities and Markets Authority (ESMA)
1
, where 


we propose, for the European markets, that the ‗home market‘ should be required to take the primary 


responsibility for surveillance of a specific instruments, while the ‗secondary markets‘ should be 


required to cooperate. The primary market should have responsibility for establishing surveillance 


parameters, risk controls, trading suspensions; the secondary markets should be obliged to follow 


these decisions. For instance, trading venues would need to ensure access to each others‘ order books. 


Today, such sharing of information is legally impossible due to confidentiality provisions in MiFID. 


Regulatory measures to implement any of these options will need agreements on exchange of trading 


information and confidentiality. This would require adaptation of the MiFID legislation.  


 


We also wish to highlight that it is very important to address this question in the context of the 


broader market participants, beyond market operators. Clearly, it is essential that regulators have 


access to technology that provides them with the ability to monitor markets across multiple venues 


and asset classes. If regulators have this same view of the trading world, then we believe that the 


broker-dealers and those responsible for compliance and risk management at these firms should also 


have the same view. Therefore, the broker dealer community should play its part in implementing 


proper cross-market compliance technology. This is a point that seems to be overlooked in this 


Consultation Report and it needs more attention from regulators. The fact that large portions of trades 


are executed by broker dealer platforms underlines the need to increase the regulatory focus on 


surveillance in the context of the broader market participants, beyond exchanges and such trading 


venues. The same reasoning is valid for any compliance function related to trading in financial 


instruments, also for SROs, where applicable. 


 


                                                      
1
 At the time of sending the letter, Committee of European Securities Regulators, CESR. 







Lastly, in order for supervisors‘ trading surveillance to be as robust and efficient as is needed, it must 


be based on correct and complete data that can be consolidated, as referred to on page 13 of the 


Report. A lot more attention should be given to the completeness and quality of data and the system 


for reporting of such data. The Transaction Reporting system (TRS) introduced in Europe by MiFID, 


seems to not have resulted in the intended benefits as regards oversight of fragmented markets. A 


precondition for improvements seems to be improvement on the quality and comparability of the data 


that the supervisors‘ surveillance is based on. 


 


Q7 What do you perceive as the major causes of settlement indiscipline and settlement 


failures? What steps, if any, do you believe regulators should take to address these causes?  


 
Timely delivery is crucial and settlement discipline should remain on a high level. Many trading 


venues as well as post-trading infrastructures have various procedures in place to incentives timely 


delivery (late delivery fee, buy-in procedures, etc.). We do not observe alarming levels of settlement 


indiscipline and we believe regulatory intervention is not motivated. 


 


Q8 Have the appropriate steps been taken to limit or manage conflicts of interest that arise 


where an investment firm simultaneously conducts client-serving activities and proprietary 


trading or a trading participant is also a shareholder in a venue on which it trades? If you 


believe conflicts management is inadequate, please explain how this manifests itself and any 


recommendation you have for how conflicts management could be improved.  


 


We recognize the challenge for supervisors to check the management of conflicts of interests. In some 


cases further legislation may be necessary, particularly with respect to conflicts of interest involving 


ownership of trading venues. In other circumstances involving internal firm trading practices, 


enhancements to the ability of regulators to examine and monitor existing law might be more 


productive than new legislation. Further analysis in this area might be warranted.  


 


There are reasons to be concerned about whether conflicts with respect to ownership of trading venues 


are being managed effectively. A number of equity and option exchanges have sold stakes in their 


exchanges to market participants in exchange for order flow and executions from those participants. 


This raises concerns that there might be a conflict of interest between these market participants 


routing decisions and the best interests of their customers. This also raises concerns whether trading 


venues offering ownership stakes are meeting their obligations for transparent pricing and for treating 


similarly situated participants in a fair and equitable manner. 


 


Many of these market participants have also set up dark pools which take liquidity away from the 


transparent or ―lit‖ market and hurt price discovery. Combine this with the practice of internalization 


and not only is price discovery possibly negatively impacted, but the toxicity of the flow that does 


reach the lit market is increased. These dark venues free-ride the displayed quote but reduce 


transparency and efficiency across the broader market. These venues pose similar questions about 


conflicts of interests for the market participants who operate them. This raises similar concerns about 


conflicts of interests in the handling of customer orders. There have been several recent 


announcements in the U.S. of new dark pools specifically designed to match the order flow of small 


investors with sophisticated investors.  


 


Another example of conflicts of interests observed in Europe, concerns the regulatory trade halts in 


the fragmented trading environment. There have been cases where the ‗home market‘ has halted the 







trading in instrument, but ‗secondary markets‘ have not ensured a routine to follow this halt, although 


required to do so. There are also different interpretations of what constitutes a regulatory trade halt. 


Most markets are indeed willing to halt trading when necessary, but such willingness will deteriorate 


faced with the risk that trading in such situations moves away to other venues. Please also see our 


comments regarding cooperation between trading venues under Q 6. 


 


Q9 Do you think existing laws and rules on market abuse and disorderly trading cover 


computer generated orders and are relevant in today’s market environment?  
 


Yes. In general, the statutory framework seems sufficient to identify and sanction abusive activity, 


although rules and regulations may need further clarification as new cases and strategies arise.  In 


many cases involving HFT we see variations of longstanding manipulations such as layering, 


spoofing and wash selling rather than new forms of misconduct. Through case law or rules, regulators 


have in the past, and will further clarify standards and thresholds that separate normal activity from 


potentially abusive or disruptive practices. The regulators that we are familiar with have the discretion 


to calibrate sanctions to reflect the severity of an event. For example, NASDAQ OMX would be able 


to levy a significant fine on a firm with repeated technology failures or an algorithmic programming 


error that had systemic impact on the market. Regulators who lack such authority would be 


handicapped in policing today‘s markets. It is also important to ensure that necessary resources are 


devoted to market surveillance and that all trading venues and government regulators have access to 


consolidated audit trail data so that they can properly monitor the entire market.  


 


Q10 Are there any strategies employed by HFT firms that raise particular concerns? If so, 


how would you recommend that regulators address them?  
 


As the IOSCO consultation report states, many HFT strategies provide important liquidity to the 


market. Aspects of HFT—such as large message volume— require that trading venues, market data 


providers and other market participants have sufficient capacity to handle market activity and avoid 


latency. Similarly, risk controls are important to avoid systemic problems (although this problem is 


not confined to HFT). As noted in response to Q 9, many of the HFT-related manipulations we have 


identified are variations of existing misconduct that regulators should have the capacity to identify if 


they have access to comprehensive trading information. One area of focus for regulators should be on 


enhanced quoting surveillance, as high quotation to execution ratios is a hallmark of many current 


trading strategies. NASDAQ OMX has implemented a number of new surveillance alerts focused on 


quoting activity in order to address this concern. 


 


Furthermore, many of the algo strategies used by the HTF are addressing multiple trading venues, 


trading the same share. If the particular share is traded on multiple venues the algos and HTF 


strategies are sometimes looking for mispricing between the venues and therefore we stress the 


importance of cooperation between venues and the implementation of the home market principles for 


the main market just to avoid any unnecessary delays in action needed if something goes wrong. This 


again illustrates our comments regarding surveillance cooperation as already mentioned above under 


Q 6. 


 


 


 


 







Q11 Should charges or fees be imposed on messages, cancellations or high order-to-trade 


ratios? If so, how should the fees or charges be determined and on what basis?  


 
We believe that markets evolve and that automation and speed or high volume strategies are not 


inherently bad if proper surveillance is conducted to prevent their misuse. While exchanges should 


have the ability to recoup their costs to operate and regulate their markets, fees designed specifically 


to deter strategies often used as part of market making and other liquidity-enhancing strategies could 


be counterproductive for market quality. Similarly, imposing arbitrary minimum time periods for 


orders to ―rest‖ on the order book can be harmful for the market as it may discourage these traders 


from posting liquidity. The same goes for introducing an order-to-trade ratio. Beyond HFT, market 


makers and other participants using automated trading arrangements could also be harmed. While fees 


to deter liquidity-providing strategies can be counterproductive, some markets operators (such as 


NASDAQ OMX in the Nordic markets) have succeeded in encouraging such strategies through 


targeted price incentives in order to maintain the best balance functioning of the market. This success 


suggests that more draconian regulatory intervention may not be necessary. However, there should be 


sufficient surveillance in place to identify and correct specific abuses of not having minimum order 


durations - e.g. quote stuffing. See also our comment above under Q 10 regarding enhanced quoting 


surveillance. 


 


Q12 Should market operators be required to make their co-location services available on a 


fair and non-discriminatory basis?  


 
Yes, co-location facilities need to be offered on a non-discriminatory basis to ensure fair and equal 


access to the market.    


 


Q13 Should market operators be required to provide testing environments to enable 


participants in stress test their algorithms? If so, what kind of minimum requirements are 


reasonable?  


 
There should probably be some kind of minimum requirements on the algorithms. Market operators 


could provide some testing possibilities. However, in order to stress test the algorithms, it would be 


necessary to create a testing environment that combines exchanges, MTFs, ATSs, etc. Such a testing 


environment cannot be provided by each individual market operator. This, again, illustrates the 


importance of cooperation regarding surveillance, both among trading venues and also between 


market operators, market participants and supervisors. 


 


Q14 To what extent do you have other comments related to the risks to market integrity 


and efficiency raised by the issues in this report?  
 


- 


 


 


******** 

































































Comments of the 
Association of German Banks


on
“Regulatory Issues Raised by the Impact of
Technological Changes on Market Integrity 


and Efficiency – Consultation Report”
of the


Technical Committee of the 
International Organization of Securities Commissions


12 August 2011







2


We would like to thank IOSCO for giving us the opportunity to comment on the consultation 


report “Regulatory Issues Raised by the Impact of Technological Changes on Market Integrity 


and Efficiency” dated 5 July 2011. Before making some general remarks and answering the 14 


questions posed in the report, we would like to point out that, even though we understand


the external time pressure on IOSCO’s work in this field, we consider it very unfortunate that


consultation on a topic so high on the public and political agenda has been limited to a mere


five weeks over the summer.


General remarks


 We welcome the consultation paper and support IOSCO’s task, mandated by the G20, of 


developing recommendations to promote markets’ integrity and efficiency to mitigate the 


risks posed to the financial system by the latest technological developments.


 Technological innovation is an important driver of financial market efficiency.  


 As the consultation paper rightly points out, HFT is not a single strategy but rather a set of 


technological arrangements. Many strategies involving HFT are nothing new to the 


markets. HFT-based strategies generally contribute to market liquidity and therefore to 


the efficiency of financial markets. Hampering these strategies by introducing 


inappropriate regulation or imposing excessive burdens on their underlying business 


models may trigger unforeseen and counterproductive effects on market quality.


 The discussion of HFT often focuses unduly on the US flash crash. The flash crash was not 


triggered by HFT but by circumstances specific to the interlinked market structures in the 


US. We would like to emphasise that there are effective mechanisms in place to prevent 


such market disruption in Germany and Europe.


 Gaming: There seems to be a public perception that HFT offers traders a sort of “free 


lunch” because they can exploit their edge over slower participants to make profits 


without any risk. This is a misconception. All strategies, including those using HFT, are 


based on probabilities and estimates of future developments and the actions of other 


market participants. If these estimates prove wrong, the strategy will not be profitable.


Q1 What impact have the technological developments in the markets in recent years had 


on your own trading? Has it encouraged, discouraged or had no impact on your 


willingness to participate on the lit markets, and how does this differ between asset 


classes and/or instruments? 


Electronic trading is long established in the financial services industry. Technological changes 


have brought many positive effects for all market participants. Orders are increasingly being 


generated by computers. High frequency trading (HFT) is a product of the natural evolution of 


financial markets, not a totally new phenomenon. The change from floor trading to electronic 


order books and the switch from paper to electronic settlement were also driven by techno-


logical developments and have unquestionably improved the efficiency of financial markets.
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In Europe, MiFID was an important catalyst for change in the market structure. MiFID was 


very successful in bringing more competition to securities trading. The problem of frag-


mented liquidity – an unavoidable side effect of this positive development – is effectively 


mitigated by HFT because it minimises the price differences between the trading venues, thus


promoting an integrated and efficient European financial market. 


HFT-based strategies generally contribute to market liquidity and therefore to financial 


market efficiency.


Q2 What are your views on the suggestion that proprietary trading firms (including HFT 


firms) that are not currently subject to registration/authorisation by a regulator should 


be required to obtain such a registration/authorisation? Are there specific regulatory 


requirements you believe such firms should face? 


To what extent do your answers differ if the proprietary trading firm accesses the market 


as the customer of an intermediary firm through DEA (i.e. under that intermediary’s 


trading rules/codes) rather than as a direct member of the market itself? 


We see no need to extend authorisation requirements for proprietary trading firms. 


Q3 What recommendations, if any, would you propose to strengthen the regulatory 


requirements around pre- and post-trade risk controls? In particular, what measures, if 


any, do you think regulators should introduce that relate specifically to the use of and 


risks posed by algorithmic trading and/or HFT? 


We do not see a need for further regulation in this area as current risk controls are appro-


priate and sufficient. Banks and investment firms are authorised, registered entities and as 


such are subject to very strict European and national regulation, including capital, organi-


sational and risk management requirements.


In addition to these regulatory measures, a lot of best practices are applied to HFT. Every 


algorithm has a dedicated trader, who continuously monitors the performance of the algo-


rithm on trading venues. The trader can halt the algorithm or adjust it in a large number of 


ways to changing market conditions (there are often over a hundred possible individual 


adjustments). Before an algorithm goes live in markets, vigorous back testing is carried out to 


ensure its stability and correct behaviour.


Algorithms used by banks’ clients are subject to strict agreements between the bank and the 


client. Risk limits are agreed, with warning thresholds set well below these limits (e.g. at 50% 


or 75%). If an initial threshold is breached, the bank will contact the client in person to discuss 
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the next steps and precautionary measures. As soon as further limits are reached, trading by


this client can be fully or partially suspended until the risk level has reverted to that agreed.


Most trading venues have rules regarding the risks taken by members. Clearing houses, for 


example, have internal risk controls that are close to real time. If margin calls are not met, 


trading for the member in question is suspended.


Given the risk management measures already implemented by banks and trading venues, we 


do not think that regulators should introduce additional measures relating specifically to the 


use of algorithmic trading.


Q4 To what extent do you believe the use of trading control mechanisms such as circuit 


breakers and limit-up/limit-down systems by trading venues should be mandated? If you 


believe they should be mandated, should venue operators be permitted to design their 


own controls or should they be harmonised/coordinated across venues (including 


between interrelated instruments such as a derivative and its underlying)? 


We believe that trading control mechanisms can be very effective in preventing erratic price 


movements. But the set-up and combination of mechanisms are key to their effectiveness. As 


we see it, a flash crash type incident would not be possible in Germany (or Europe) because of 


the automatically triggered volatility interruptions. The optimal combination depends on 


specific market characteristics. In consequence, imposing a one-size-fits-all mechanism is not 


a sensible way forward.


A more appropriate approach, in our view, would be to set a generic minimum standard for 


all trading venues while leaving its exact implementation to the individual venue, market 


dynamics and innovation.


Q5 To what extent do you believe market maker schemes offered by trading venues 


should be subject to mandatory minimum criteria? Should the criteria be determined by 


the trading venue alone? To what extent do you agree with the suggestion that the use 


of stub quotes should be prohibited? 


We believe that trading venues themselves are best placed to establish market making rules 


that suit the needs of the individual market. Market maker schemes should remain a compe-


titive tool for venues.


We agree that stub quotes should not be allowed. They do nothing to support the provision 


of liquidity. The executions during the flash crash occurred as a result of stub quotes. 


However, stub quotes are a symptom rather than the root of the problem (as market makers 


were obliged to provide quotes at all times). We think a combination of market making rules 
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and volatility breaks are a sensible means of handling volatile markets. Moreover, trading 


venues should have in place clear definitions of erroneous trades.


Q6 Do you have suggestions for improvements to regulators’ surveillance capabilities 


with respect to the markets and modern trading techniques? Please elaborate. Who 


should bear the cost of investing in such capabilities and the cost of operating and 


supervising the markets in order to ensure fairness among market participants? Please 


elaborate. 


It is clear that adequate surveillance mechanisms need to be in place to maintain the integrity 


of markets and prevent market abuse and that surveillance authorities should have all 


necessary capabilities to carry out their role. Surveillance costs should be borne by trading 


venues and/or market participants.


Q7 What do you perceive as the major causes of settlement indiscipline and settlement 


failures? What steps, if any, do you believe regulators should take to address these 


causes? 


We see no direct connection between HFT and settlement failures or indiscipline. At the end 


of a trading day high frequency traders tend to have a flat or near flat position. There is thus 


no settlement instruction at all or one that is quite small in volume. High frequency traders 


therefore normally display a very high level of settlement efficiency.


Q8 Have the appropriate steps been taken to limit or manage conflicts of interest that 


arise where an investment firm simultaneously conducts client-serving activities and 


proprietary trading or a trading participant is also a shareholder in a venue on which it 


trades? If you believe conflicts management is inadequate, please explain how this 


manifests itself and any recommendation you have for how conflicts management could 


be improved. 


We believe potential conflicts of interest are adequately managed in the European context. 


MiFID requires all investment firms to have effective organisational and administrative 


arrangements in place which enable them to take all reasonable steps to prevent conflicts of 


interest from adversely affecting the interests of their clients. This includes disclosing the 


general nature and sources of any conflicts of interest to the client before undertaking 


business on its behalf.


Q9 Do you think existing laws and rules on market abuse and disorderly trading cover 


computer generated orders and are relevant in today’s market environment? 


Yes, we consider existing laws and rules on market abuse in Germany and the EU to be 


appropriate. Surveillance authorities are thus able to detect illegal activities. Whether or not 


HFT infrastructures are used is irrelevant in this context. We therefore do not agree that 
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technological advantages allow HFT firms to engage in abusive practices on a larger scale 


than would be possible in a high-latency environment. Nevertheless, it must be ensured that 


illegal practices invariably remain prohibited.


We would like to point out that in any event, traders are involved in all order-generating 


processes. Algorithms and/or automated trading mechanisms are a means of helping traders 


reach their trading objectives. As a result, there is a clear connection between orders gene-


rated by algorithms and the person who is responsible for trading (identified by the trader 


ID). There is no anonymity in this regard, so disorderly trades can be clearly traced to the 


person responsible. Please also see our reply to question 3.


Q10 Are there any strategies employed by HFT firms that raise particular concerns? If so, 


how would you recommend that regulators address them? 


Any form of market abuse or manipulation raises concerns. But as mentioned in our reply to 


question 9, we do not regard speed (of HFT) as abuse per se. Market abuse needs a strategy 


and HFT is simply a means of using technology to facilitate various strategies. In addition, it is 


human beings who are responsible for financial market abuse, irrespective of what 


technology they use in the process. HFT in itself should therefore not be considered a 


potential mechanism for market abuse since the same could be said of all forms of 


technology.


Permitting flash orders would be a cause for concern because it gives certain market 


participants an unfair advantage over others. Under European law flash orders are forbidden.


Q11 Should charges or fees be imposed on messages, cancellations or high order-to-trade 


ratios? If so, how should the fees or charges be determined and on what basis? 


Trading venues are already free to limit the volume of orders or to charge for them. It should 


be at the discretion of market operators to charge per message or for a high order-to-trade 


ratio. Some market operators already do so indirectly in their pricing policies. Restricting 


market operators’ freedom to compete by imposing a minimum level of fees would not be 


beneficial to the market. Market operators have a strong incentive to manage system load 


adequately. There is thus is no need to intervene with regulation. 


Q12 Should market operators be required to make their co-location services available on 


a fair and non-discriminatory basis? 


Yes, and this is already required in Europe.
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Q13 Should market operators be required to provide testing environments to enable 


participants in stress test their algorithms? If so, what kind of minimum requirements are 


reasonable? 


It is not necessary to set up specific requirements in this regard. Due to high competition 


among trading venues, they all offer participants the possibility to stress test algorithms 


already. How those testing environments are designed should be left to venues and 


participants to decide. 


Q14 To what extent do you have other comments related to the risks to market integrity 


and efficiency raised by the issues in this report? 


No comment.


____________________________________________________________
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Dear Mr Bijkerk 
 
Re: Consultative Report - Regulatory Issues Raised by the Impact of Technological Changes on Market 
Integrity and Efficiency 
 
We are writing to respond to the Consultative Report, “Regulatory Issues Raised by the Impact of 
Technological Changes on Market Integrity and Efficiency”, dated July 2011. We welcome the opportunity to 
comment on this paper. Wide ranging dialogue between professionals, academics and regulators is essential if 
the impact of technology on financial markets is to be thoroughly understood. 
 
Nomura is a leading financial services group and the preeminent Asia-based investment bank with worldwide 
reach. Nomura is listed in Japan, New York and Singapore, and offers a full range of products supported by 
over 27,000 employees in over 30 countries. 
 
Nomura is a world leader in Equities. We are #1 on the London Stock Exchange and Tokyo Stock Exchange 
and top 10 ranked across the key European exchanges. We are also top 10 ranked in Global Equity and 
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Nomura was the first investment bank to establish an MTF dark pool. This product - NX MTF - is now a top 5 
dark pool liquidity provider. NX MTF is live in Japan, Europe, Hong Kong and the US. In Europe alone, Nomura 
trades up to $10bn per day across 40 lit and dark venues. We are able to analyse this diverse experience and 
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We would emphasise three themes in response to IOSCO’s paper. 
 


1. Regulatory action should focus on misuse of technology rather than attempting to restrict 
technological developments: Any assessment of technological advances in financial markets should 
recognise the ongoing development in the sector. Regulators and industry participants must assess 
whether any concerns which they might have are in respect to the technology itself, or to the 
inappropriate behaviour of the individuals using that technology. Where it is the latter – which is more 
likely – regulators must ensure that it is the behaviours which are targeted rather than restricting 
technological development more generally. 
 


2. Future regulatory proposals should be based on a robust evidence base: A key theme throughout 
the Consultation Report is the need for additional research in this area. We strongly agree with 
IOSCO’s view that there is not enough evidence to make dramatic changes to the trading regulatory 
environment. 


 
3. Effective regulation depends on an informed dialogue between regulators and industry: Nomura 


is actively engaged in the debate on the impact of technological developments on markets. Nomura is 
pleased to be involved in the UK Government’s Foresight Project on the Future of Computer Trading in 
Financial Markets: Dame Clara Furse (Non-Executive Director, Nomura Holdings) is the Chair of the 
study’s Lead Expert Group, and Andrew Bowley (Head of Electronic Trading Product Management) is a 
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member of the High Level Stakeholder Group set up to advise the project. We believe that the project 
will make a significant contribution to policy discussions by providing much needed data and analysis 
on the impact of technological change on financial markets. 


 
We look forward to active engagement and full discussion on the topics covered here. Nomura remains 
available for further discussion at any time and is happy to contribute further perspectives as required. 
 
 
Yours sincerely 
 
 
 
 
 
 
 
Andrew Bowley Sanjoy Choudhury Seth Friedman 
Managing Director  Managing Director  Managing Director   
Nomura International plc Nomura Securities Inc Nomura Securities Co 
London New York Tokyo 
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Consultation Responses 


 
 


(1) What impact have the technological developments in the markets in recent years had on your own 
trading? Has it encouraged, discouraged or had no impact on your willingness to participate on the lit 
markets, and how does this differ between asset classes and/or instruments? 


 


Nomura operates a broker/dealer business.  We are participating in the markets on behalf of clients primarily 


and are not consciously choosing to not trade in the markets, nor are we aware that there are fundamental 


investors choosing not to participate based on market structure.  Technological developments are a part of the 


market evolution and we do not believe that they fundamentally change asset class investment decisions.   


 
 


(2) What are your views on the suggestion that proprietary trading firms (including HFT firms) that are not 
currently subject to registration/authorisation by a regulator should be required to obtain such a 
registration/authorisation? Are there specific regulatory requirements you believe such firms should 
face?  To what extent do your answers differ if the proprietary trading firm accesses the market as the 
customer of an intermediary firm through DEA (i.e. under that intermediary’s trading rules/codes) rather 
than as a direct member of the market itself? 


 


Nomura strongly believes that there should be someone in a regulated capacity responsible for all interaction 


with exchanges.  That responsibility could be a principal trading firm as a regulated entity interacting directly as 


an exchange member, or the responsibility could be with a broker / dealer.  With respect to exchange market 


access, we do not see the need for double regulation where a proprietary firm goes through a broker.   


 
 


(3) What recommendations, if any, would you propose to strengthen the regulatory requirements around 
pre- and post-trade risk controls? In particular, what measures, if any, do you think regulators should 
introduce that relate specifically to the use of and risks posed by algorithmic trading and/or HFT? 


 


We believe it is important to distinguish between behaviours/strategies (such as market making) and 


technology/automation.  Automation brings with it benefits of clarity of instruction relative to manual trading, and 


also brings risks that should be subjected to electronic validation.  Pre and post trade risk controls play an 


important role in automated trading and should be applied generally. 
 
 


(4) To what extent do you believe the use of trading control mechanisms such as circuit breakers and limit-
up/limit-down systems by trading venues should be mandated? If you believe they should be 
mandated, should venue operators be permitted to design their own controls or should they be 
harmonised/coordinated across venues (including between interrelated instruments such as a 
derivative and its underlying)? 


 


Circuit breakers based on price volatility play an important role in the management of electronic order books 


and have proved to be very successful where applied in the past.  Mandatory circuit breaks applied to all 


trading venues would strengthen the global equity markets and should be considered as a policy option.   


 


In Europe specifically the market has previously been governed by exchange set volatility interruptions, but the 


effectiveness of these is undermined by venue competition as alternative venues (MTFs) do not stop trading. It 


is now possible for the primary exchange to halt trading but for the market to continue an up or down trend 


through the MTFs.  Coordinated volatility interruptions as a replacement for those on primary exchanges are 


needed.   
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(5) To what extent do you believe market maker schemes offered by trading venues should be subject to 
mandatory minimum criteria? Should the criteria be determined by the trading venue alone? To what 
extent do you agree with the suggestion that the use of stub quotes should be prohibited? 


 


We do not believe this should be set by regulation.  Market making regimes are part of the commercial DNA of 


competitive venues, and common regulatory imposed standards make it harder to create that differentiation 


and hence support competition.   


 


Any analysis of the competitive dynamics of market making regimes will have to take into account the full 


economics of trading, given that tariff regimes are increasingly playing a role in the total economics of market 


making.   


 


Discussion of minimum criteria is often suggested in the context of the US Flash Crash, and we are strongly of 


the view that it is (and would have been then) inappropriate to force market makers to stand in front of large 


outsized market orders such as the sell order that triggered that crash.   


 
 


(6) Do you have suggestions for improvements to regulators’ surveillance capabilities with respect to the 
markets and modern trading techniques? Please elaborate. Who should bear the cost of investing in 
such capabilities and the cost of operating and supervising the markets in order to ensure fairness 
among market participants? Please elaborate. 


 


Greater technology in the market will certainly mean greater technology needs within the regulators.  Robust 


programmes for trade pattern detection must be implemented.  Technology should make regulation more 


efficient and effective so does not necessarily increase the costs longer term.  


 
 


(7) What do you perceive as the major causes of settlement indiscipline and settlement failures? What 
steps, if any, do you believe regulators should take to address these causes? 


 


We are not aware of settlement problems in the equities markets.   
 
 


(8) Have the appropriate steps been taken to limit or manage conflicts of interest that arise where an 
investment firm simultaneously conducts client-serving activities and proprietary trading or a trading 
participant is also a shareholder in a venue on which it trades? If you believe conflicts management is 
inadequate, please explain how this manifests itself and any recommendation you have for how 
conflicts management could be improved. 


 


Yes.  Management of conflicts of interest is a critical part of the internal management within banks.  We do not 


believe there are issues in this area.   


 
 


(9) Do you think existing laws and rules on market abuse and disorderly trading cover computer generated 
orders and are relevant in today’s market environment? 


 


The balance of market abuse monitoring needs to shift from individual venues to cross venue regulators.  


Market abuse opportunities are as likely to arise cross venue as within a venue, and a single venue operator is 


not going to be in a position to perform a full set of checks.   
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(10) Are there any strategies employed by HFT firms that raise particular concerns? If so, how would you 
recommend that regulators address them? 


 


No, we do not have specific concerns.  


 
 


(11) Should charges or fees be imposed on messages, cancellations or high order-to-trade ratios? If so, 
how should the fees or charges be determined and on what basis? 


 


No. Such a charge would limit market making and therefore make less liquidity available.  It is not clear from 


the consultation that a reduction in market making is being sought.   


 
 


(12) Should market operators be required to make their co-location services available on a fair and non-
discriminatory basis? 


 


Yes, it is important that fair and open access is provided to all market participants.  However, care should be 


taken that this does not necessarily mean that all regulated trading venues must offer co-location.  There are 


many trading venues operating where this is not the case.   


 
 


(13) Should market operators be required to provide testing environments to enable participants in stress 
test their algorithms? If so, what kind of minimum requirements are reasonable? 


 


These services should be defined and established as a part of the commercial proposition of a trading venue. 


 
 


(14) To what extent do you have other comments related to the risks to market integrity and efficiency 
raised by the issues in this report? 


 


As outlined in our introduction, it is important that there is a strong recognition of ongoing technological 


development in this, as with many other industries.  It is important to assess whether any concerns are in 


respect to the technologies or to behaviours; behaviours that are inappropriate should be curtailed specifically 


rather than trying to restrict technology generally.  It is also extremely important that proper assessments are 


made. To this end, further research is clearly required in this area.   
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Public Comment on Consultation Report: Regulatory Issues Raised by 
the Impact of Technological Changes on Market Integrity and Efficiency 
BVI’s response 
 
 
Dear Mr. Bijkerk,  
 
In response to the above mentioned consultation, please find below BVI’s1 
views on the subject at hand. 
 
We are pleased to have the opportunity to comment on the questions to high 
frequency trading.  
 
We would like to make the following comments: 
 
General remarks:  
 
Our members welcome the IOSCO report. A vast majority of members 
believes that HFT strategies which are harmful to asset managers need to 
be regulated, especially liquidity seeking strategies which detect and trade 
ahead of large institutional size orders. Such strategies unnecessarily 
increase the cost of trading and diminish the returns of long term investors.  


Director Genera


                                               
1 BVI Bundesverband Investment und Asset Management e.V. represents the interest of the 
German investment fund and asset management industry. Its 84 members manage currently 
assets of nearly EUR 1.8 trillion both in mutual funds and mandates. BVI’s ID number in the EU 
register of interest representatives is 96816064173-47. For more information, please visit 
www.bvi.de. 
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Thereby the pension and long term savings of millions of investors are 
negatively affected. 
 
 
Questions: 
 
Q1 What impact have the technological developments in the markets in 
recent years had on your own trading? Has it encouraged, discouraged 
or had no impact on your willingness to participate on the lit markets, 
and how does this differ between asset classes and/or instruments?  


 
The technological development in the cash securities markets, especially the 
equity markets, enable fund managers to access liquidity in numerous 
markets both on- and off-exchange as well as in lit and unlit markets. The 
possibility and willingness for self directed trading has increased among the 
buy side. However, it has become increasingly difficult to trade large scale 
orders as such orders are now much more quickly detected and utilized by 
HFTs. As a result, the importance of finding liquidity in dark venues has 
increased. 
 


Q2 What are your views on the suggestion that proprietary trading 
firms (including HFT firms) that are not currently subject to 
registration/authorisation by a regulator should be required to obtain 
such a registration/authorisation? Are there specific regulatory 
requirements you believe such firms should face?  
To what extent do your answers differ if the proprietary trading firm 
accesses the market as the customer of an intermediary firm through 
DEA (i.e. under that intermediary’s trading rules/codes) rather than as a 
direct member of the market itself?  


 
Our members believe that a registration and authorization of all proprietary 
trading firms is welcome. Our members, however, clearly distinguish 
between market makers and HFT firms. They would not require that HFT 
firms need to register as market makers. 







Page 3 of 6, Date August 12th, 2011 


 
Q3 What recommendations, if any, would you propose to strengthen 
the regulatory requirements around pre- and post-trade risk controls? 
In particular, what measures, if any, do you think regulators should 
introduce that relate specifically to the use of and risks posed by 
algorithmic trading and/or HFT?  


 
The vast majority of our members would welcome the introduction of 
measures in order to better control the risks associated with HFT. The 
measures should include circuit breaker rules at market level, minimum rest 
times for orders of 5 to 15 seconds to allow other market participants to react 
to orders, minimum tick sizes and clear “order to trade”-ratios to be better 
able to reduce “noise” in the markets. 
 


Q4 To what extent do you believe the use of trading control 
mechanisms such as circuit breakers and limit-up/limit-down systems 
by trading venues should be mandated? If you believe they should be 
mandated, should venue operators be permitted to design their own 
controls or should they be harmonised/coordinated across venues 
(including between interrelated instruments such as a derivative and 
its underlying)?  


 
Our members believe that there is a need for harmonization of trading 
control mechanisms across all trading venues and across different 
instrument and asset classes, including derivatives. 
 


Q5 To what extent do you believe market maker schemes offered by 
trading venues should be subject to mandatory minimum criteria? 
Should the criteria be determined by the trading venue alone? To what 
extent do you agree with the suggestion that the use of stub quotes 
should be prohibited?  


 
Our members believe that there is a need for harmonization of market maker 
schemes across Europe by the authorities. Market making needs to be 
harmonized to insure that market makers provide meaningful liquidity to the 
market. Additionally, quasi market making behaviour such as the use of stub 
quotes should be prohibited. 
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Q6 Do you have suggestions for improvements to regulators’ 
surveillance capabilities with respect to the markets and modern 
trading techniques? Please elaborate.  
Who should bear the cost of investing in such capabilities and the cost 
of operating and supervising the markets in order to ensure fairness 
among market participants? Please elaborate.  


 
Our members believe in early and regular contacts of market authorities with 
at least all direct market participants. Good understanding and intense 
cooperation with market participants may reduce the need for formal 
regulation. Market information to regulators needs to be improved without 
increasing necessarily the reporting burden on market participants. 
Regulators should agree on the use of international reporting standards and 
identifiers. BVI supports the use of ISO standards for this purpose. in 
particular the ISIN as instrument identifier and the (draft) legal entity identifier 
(LEI) as trade party identifier. 
 


Q7 What do you perceive as the major causes of settlement 
indiscipline and settlement failures? What steps, if any, do you believe 
regulators should take to address these causes?  


 
No comment. Settlement occurs between brokers and custodian banks. 
Settlement fails usually do not directly affect the buy-side. 
 


Q8 Have the appropriate steps been taken to limit or manage conflicts 
of interest that arise where an investment firm simultaneously 
conducts client-serving activities and proprietary trading or a trading 
participant is also a shareholder in a venue on which it trades? If you 
believe conflicts management is inadequate, please explain how this 
manifests itself and any recommendation you have for how conflicts 
management could be improved.  


 
Our members do not report major issues at investment firms that conduct 
simultaneously client services and proprietary trading. The buy side firms 
usually monitor all trade execution over extended periods of time to 
ascertain themselves that investment firms that conduct client servicing and 
proprietary trading simultaneously are effectively managing their conflicts of 
interest. 
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Q9 Do you think existing laws and rules on market abuse and 
disorderly trading cover computer generated orders and are relevant in 
today’s market environment?  


 
While our members acknowledge that existing laws and regulations also 
cover electronic trading, they maintain that the regulatory set up was made 
for a different market set-up which predates ALGOs and HFT. The majority 
of members therefore believes that the regulatory environment needs 
adjustment. Please see also our comment on Q3 above. 
 


Q10 Are there any strategies employed by HFT firms that raise 
particular concerns? If so, how would you recommend that regulators 
address them?  


 
A majority of members believes that HFT strategies which are especially 
harmful to asset managers are liquidity seeking strategies which detect and 
trade ahead of large institutional size orders and which increase the cost of 
trading. The measures to control HFT should include circuit breaker rules at 
market level, minimum rest times for orders of 5 to 15 seconds to allow other 
market participants to react to orders, minimum tick sizes and clear “order to 
trade”-ratios to be better able to reduce “noise” in the markets. 
 
Furthermore, the sponsored access market participation structure needs to 
be reviewed to limit potential HFT abuse. 
 


Q11 Should charges or fees be imposed on messages, cancellations or 
high order-to-trade ratios? If so, how should the fees or charges be 
determined and on what basis?  


 
BVI supports the idea of charges or fees to be imposed on messages, 
cancellations or high “order to trade”-ratios to be set by the venue in 
question subject to regulatory controls. 
 


Q12 Should market operators be required to make their co-location 
services available on a fair and non-discriminatory basis?  


 
BVI supports support the idea that all market operators be required to make 
their co-location services available on a fair and non-discriminatory basis. 
There needs to be a level playing field among all interested trading parties. 
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Q13 Should market operators be required to provide testing 
environments to enable participants in stress test their algorithms? If 
so, what kind of minimum requirements are reasonable?  


 
Our members are split about this suggestion. Some believe that market 
operators need to deliver a stable market mainly through circuit breakers. 
Other believe that providing testing environments for algorithms is useful to 
strengthen market resilience. 
 


Q14 To what extent do you have other comments related to the risks to 
market integrity and efficiency raised by the issues in this report?  


 
BVI does not have further suggestions on the IOSCO report which covers 
the market integrity issues in an exhaustive way. 
 
We hope that our views are of assistance to IOSCO and remain at your 
disposal for further clarification of the issues at hand. Our response can be 
made public. 
 
With kind regards 
 
 
Rudolf Siebel, LL.M Marcus Mecklenburg 
(Managing Director)      (Senior Vice President) 
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10 August 2011 


To: Mr Werner Bijkerk 


By email at: market-integritv@iosco.org 


Re: Public Comment on Consultation Report: Regulatory Issues Raised by the Impact of 


Technological Changes on Market Integrity and Efficiency ("Consultation Report") 


In response to the publication of the above, we are pleased to provide some comments in our 


capacity as a leading research facility focusing on optimal securities market design. The Capital 


Markets Cooperative Research Centre ("CMCRC" ) combines academic research and industry 


expertise to foster innovative research and products designed to assist regulators in their mandates. 


In particular, we seek to assist regulators in discriminating between market design changes that add 


to, or detract from, the quality of a securities market. We welcome the opportunity to comment on 


the Consultation Report and to suggest a robust approach that 10SCO will find useful in its quest to 


determine the impact of changes to market design, such as technological innovations on market 


integrity and efficiency. This is a difficult task in view of the speed, complexity and number of recent 


changes to securities market design, and we commend 10SCO on its efforts. 


We will focus our comments on the objectives of the Consultation Report and its arguments about 


the impact on market quality of recent developments in securities markets. We also wish to 


comment on the responsibilities of market operators, participants, and self-regulatory organisations 


to assist the regulator in its efforts to enhance market quality, and on the cost of market surveillance 


in light of the recent developments. 


Impact on market quality 


10SCO states in the Consultation Report that its objective is to address concerns about the impact of 


recent technological developments, in particular high frequency trading, on market integrity and 


efficiency. The Consultation Report seems to conclude that market quality has improved over time as 


a result of developments, in terms of volume, execution speed, transactions costs, liquidity and the 


capacity to withstand shocksl It then voices concerns that High Frequency Trading ("HFT") and the 


market participants that use it "(HFTs") may now be harming the markets' quality and identifies 


possible correlations pointing to the nefarious impact of these market participants and this type of 


trading' while admitting that there is yet no evidence to relate these concerns to the activities of 


HFTs. Having postulated a number of possible correlations between recent developments in the 


market and changes in market quality, some of which are technological and some not 


(fragmentation, dark pools, declines in tick sizes, changes in volatility, HFT) the Consultation Report 


concludes that "whilst developments may have helped foster innovation and choice or improv~ 


1 Consultation Report, page 25 
2 lbid, Chapter 4, section 5, Risks Posed to Market Integrity and Efficiency, pages 26 to 30 
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market efficiency and liquidity, these same developments may also have had negative effects'" and 


that it seeks a "holistic evaluation" of the impact and risks of HFT to guide regulatory priorit ies. 


Our reading of the Consultation Report leaves us unable to determine how 10SCO will carry out its 


eva luation of the changes to market quality resulting from technological developments. We 


respectfully submit that it cannot determine the impact of these developments or the risks they 


represent for the markets, either individually or collectively, since it lacks objective measures and 


evidence of the existence, magnitude, and persistence of changes to market quality, e.g., operational 


measures of market efficiency and market integrity. These measures exist, and they offer regulators 


the tools to track changes in their own market's integrity and efficiency, and to track them relative to 


the measures in other markets. They allow regulators to examine evidence of the impact of a change 


in market design such as HFT and to rea ssure them se lves that the pol icy choices they make enhance 


market efficiency and integrity, or enhance one without detriment to the other. Without these 


evidence-based measures of market quality, the regulator is left postulating possible correlations and 


regulating by fiat. In the present case, it is unable to demonstrate whether or not the initiatives 


already undertaken to respond to the concerns have resulted in the desired outcome or 


whether/how further initiatives will. 


In its 2010 Statement outlining the Objectives and Principles of Securities Regulation' , 10SCO 


identifies three overarching objectives, namely, 1) investor protection, 2) ensuring fair, efficient and 


transparent markets and 3) reducing systemic risk. It adds 38 Principles by which practical effect can 


be given to these objectives by individual securities commissions, some of which are discussed in the 


Consultation Report. The key implication here is that the implementation of these principles will 


necessarily lead the members of 10SCO to fulfil their regulatory objectives. We are not convinced by 


this argument. The principles are both normative and generic in nature, that is, they don' t deal with 


actual changes but rather general changes that shou ld be made. Whether the specific market design 


elements implemented in each market (such as particular rules for the licensing of market 


intermediaries or particular trading systems) achieve the stated objectives depends upon being able 


to define and measure key outputs from this process in the marketplace, pre and post the change in 


market design. 


If one accepts the relevance and necessity of demonstrating whether regulatory objectives are met, 


then it becomes necessary to devise evidence of the resulting output of the implementation of 


regulatory principles. The Consultation Report focusses on the impact of recent changes on market 


efficiency and integrity (or 'fairness'), and we agree that this is the appropriate output of the 


regulation of securities markets. It seems to us that regulatory mandates dictate that regulators must 


convince themselves that changes, actua l or proposed, enhance both efficiency and integrity, or 


enhance one without detriment to the other; or stated another way, that the implementation of the 


10SCO principles and other "tools'" result in the desired outcomes, and to what extent. 


Responsibilities of SROs, market operators and market participants 


Notwithstanding that securities commissions must ultimately authorise changes to market design, 


we contend that the party that motivates the change to the market's design (regulators in the case of 


national regulatory changes but market operators in the case of high frequency trading or 


membership rules of exchanges) has the responsibility to provide evidence of the impact of the 


change on fairness and efficiency. The self-regulatory organisations and market participants that are 


3 tbid, Chapter 5, Conclusions and Questions, page 41 
, See http://www.io.co.org/library/ pubdocs/ pdf / IOSCOPD329.pdf 
5 Such as those described in Chapter 4 of the Consultation Report, pages 31 to 40. 
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the subject of many 10SCO principles must directly assist the regulators in achieving their objectives 


by providing evidence that the changes they want authorised will not adversely impact either market 


fairness or efficiency. That means that self-regulatory organisations, market operators, financial 


intermediaries, large investors, all must demonstrate how they contribute to achieving the optimal 


market design and how proposed changes either detract or enhance the collective effort. Although it 


would be optimal to provide evidence of the impact before such changes took place, in most 


instances markets do not have this luxury, because the change being contemplated is new. One then 


has to accept that an important part of affecting a market design change is an ex-post study of its 


impact on fairness and efficiency. In the context of accepted regulatory mandates, a market design 


change must enhance, and certainly not detract from, either efficiency or fairness/integrity. 


Market Quality: A Proposed Framework 


Given that we feel that it is sufficiently important to objectively discriminate between alternative 


market design choices based on their impact on market quality, the CMCRC has spent the last 10 


years building infrastructure (which includes an underlying theoretical framework, applications and 


data) designed to measure the impact on market quality of the choices made by regulators about the 


market design they implement or propose. The framework is described in the exhibits 1 and 2 


below'. Exhibit 1 characterises the overall Market Quality framework. Under this framework, market 


design changes consisting of changes in five broad areas, namely, technology, regulation, 


information, participants and instruments are required to pass tests of market quality. Market 


Quality in turn is divided into two core concepts of market efficiency and market integrity, and to 


pass the tests one must provide empirical evidence that the changes (actual or proposed) will 


enhance both market efficiency and market integrity, or enhance one without detrimentally affecting 


the other. Exhibit 2 further develops the framework by defining the two key concepts and 


identifying empirical proxies to assist in measurement. Through this framework, we contend that a 


regulator is able to measure a market' s efficiency and its integrity and to report changes in the 


measures pre and post important market design changes such as the introduction of HFT. These 


measurements can also be used to compare how well one market fares against other markets at a 


point and/or over time with the implication being that markets that have higher quality have more 


optimal designs. 


MARKET ELEMENTS & 


STRUCTURE 


• Technology 


• Regulation 


• Information 


• Participants 


• Instruments 


Exhibit 1 


Market Quality Framework 


MARKET QUALITY 


EFFICIENCY 


• Transaction Costs 
• Price Discovery 
• Commonality in 


Liquidity 


INTEGRITY 


• Insider Trading 
• Market Manipulation 


MARKET ADVANTAGE 


COMPARISON 


Competitive Advantage is 


defined as having the 


appropriate combination 


of market elements that 


enhance efficiency and 


integrity, and/or not 


detract from either 


6 For a more detailed description, see M .J. Aitken and F.H. de B. Harris, Evidence-Based Policy Making jor Financial Markets: 
A Fairness and Efficiency Framework for Assessing Market Quality, The Journa l of Trading Summer 2011, Vol. 6, No.3: pp. 
22-31. For a more technica l exposition of the framework see Trade-Based Manipulation and Market Efficiency in the 
wake of the Introduction of Automated Surveillance Systems: A Cross-Market Comparison. by Michael Aitken, Rick Harris 
and Shan Ji. 
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Minimising Transaction COsts and 
Commonality in Uquidity while 


maximising Price Discovery 


.. I ",,! ~ : 


Exhibit 2 


Market Quality 


Information 
Leakage 


Minimising the extent to which 
market participants engage in 
Prohibited Trading Behaviours 


Integrity 


f 
MarKet 


ManipUlation 
Broker Client 


COnllict 


The framework briefly outlined above is only one of three critical pieces of infrastructure necessary 


to provide evidenced-based policy decisions. The second piece of the infrastructure is data, including 


the hardware and software to store and manage it. While securing data for single markets is a 


reasonable start, having access to data from multiple markets allows one to work out whether 


differences in design implemented by one market makes a difference to its fairness and efficiency 


relative to other markets. 


Further, if one has any hope of doing "what-if' type evidenced-based policy analysis, a useful piece 


of evidence is the impact of the change on fairness and efficiency in other markets. For this reason 


the CMCRC has developed a database of intraday trade, quote and information announcement data 


for 40+ world markets. This data was secured from Reuters over a ten year period. A front-end piece 


of software created to help manage sampling of the data has been developed by SIRCA' , a partner 


organisation to the CMCRe. The third piece of the infrastructure puzzle is a piece of software that 


facilitates easy manipulation of the data by parties who are not necessarily computer trained . The 


CMCRC uses a piece of software called SMARTS' for this purpose. 


The end result of combining the three pieces of infrastructure is a Market Quality Report. In these 


reports, markets can compare themselves to other markets at a point in time or across time. Time 


series changes in efficiency and fairness metrics should correlate with changes in a market's design 


and differences between markets on fairness and efficiency should ultimately be traceable to market 


design differences. Alternatively, when a market design change is contemplated or affected, using 


some or all of the metrics identified in Exhibit 2, securities regulators (or those with SRO 


responsibilities) should be able to objectively determine whether the change has been good or bad 


for the market in terms of its affect on fairness and efficiency proxies. If the change has occurred 


elsewhere, its likely effect can be measured and contemplated . If the change has not occurred 


elsewhere, then the impact of the change can only be measured in the wake of the change. Either 


7 See www.sirca .org.au 
8 See www.smartsgroup.com 
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way however, it is possible to provide objective evidence on the impact of the change upon the 


efficiency and fairness of a marketplace, which we contend is the primary focus of a securities 


market regulator's objective. The CMCRC is experienced in providing estimates of market quality 


metrics and changes therein for every major securities market in the world . 


Market Surveillance 


The Consultation Report voices concerns about the capacity of regulators to do effective market 


surveillance in light of the recent developments to the markets and the cost of the technological 


infrastructure required to respond to the concerns they raise. In a recent article', the CMCRC 


provides an estimate for the cost and time required to develop the infrastructure for real-time 


crossmarket surveillance. Based on our experience and the data available today, it would take about 


3 years and approximately $150 million initially and $50 million each year thereafter to maintain and 


run a real -time crossmarket surveillance capability for all European exchange-traded markets. If one 


assumes that the underlying data would be provided by market stakeholders for zero cost, the bulk 


of this estimated cost is building connectors into a system of surveillance software. With the 


requisite software to store, organize and process the data, and with the market quality framework of 


analysis, regulators and market operators would be able to conduct real-time crossmarket 


surveillance and evidenced-based policy-making for the first time. 


We trust you will find our comments, framework and suggestions useful and remain, 


Yours faithfully. 


CAPITAL MARKETS CRC LIMITED 


Alex Frino 


Chief Executive Officer 


Michael J. Aitken 


Chief Scientist 


9 M.J . Aitken and F.H . de B. Harris, Evidence·Based Policy Making for Finandal Markets: A fairness and Efficiency Framework 
for Assessing Market Quality, The Journa l of Trad ing Summer 2011, Vo l. 6, No. 3: pp. 22-31. 
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August 12 2011 


 
 
NYSE Euronext Response to IOSCO Report – Regulatory Issues Raised by the Impact of 
Technological Changes on Market Integrity and Efficiency 
 
 
NYSE Euronext is a leading global operator of financial markets and a provider of innovative trading 
technologies. NYSE Euronext’s exchanges in Europe and the United States provide for the trading of 
cash equities, bonds, futures, options, and other exchange-traded products.  We provide the following 
introductory comments before answering the questions posed in the consultation overleaf. 
 
1.1 NYSE Euronext believes that high frequency trading (HFT) on average helps lower spreads, 


decrease costs, and lower volatility, and operates in a transparent market 
In a fragmented market, high frequency traders play a valuable role in tightening spreads, 
contributing to price discovery, and ensuring that prices are coherent between competing 
platforms.  This type of trading strategy is simply arbitrage between marketplaces given a 
common set of transparent market information and it may occur at high or low speed.  Trading 
strategies, as with all things over-time, improve in their effectiveness with technology.  That 
said, it is not the trading strategy of arbitrage that is new, rather it is the need for a 
comprehensive view of all activity.  In Europe, this highlights the importance of the upcoming 
review of  the Market Abuse Directive (“MAD”) which is key to ensuring investor protection 
across fragmented order books in the EU. 


 
1.2 At the same time, controls on HFT should be implemented. However, these should be located 


at the level of the authorised firms through whom high frequency traders access the 
exchanges and have their business cleared, instead of requiring high frequency traders 
themselves to be authorised solely as a result of such activity.  


 
In addition, specific risk controls should be put in place by firms engaged in automated trading 
and identical levels of control should be applied to firms offering sponsored access to HFT 
firms, a model already adopted in the United States (in practice, most large exchanges have 
operated circuit breakers for many years).  However, such controls should be applied across 
all venues, be they Regulated Markets (RM), Multilateral Trading Facilities (MTF), Organised 
Trading Facilities (OTF – proposed by the European Commission in its consultation on the 
review of the Markets in Financial instruments Directive - MiFID


1
), Alternative Trading 


Systems (ATS) and Electronic Communication Networks (ECN) to ensure a level playing field 
and investor protection. 


 
1.3 In its Public Consultation on the MiFID review, the European Commission suggested obliging 


HFT firms to undertake market making obligations. NYSE Euronext believes this would 
dissuade them from trading in the first place, negatively affecting liquidity in the marketplace.  
A further proposal to introduce a minimum resting time in the order book is not only 
unworkable, but would have a dramatically negative effect on price formation, widening 
spreads, as traders would be exposed to risks during the resting time in the order book.  


 
1.4   Finally, there is no clear and generally accepted definition of HFT.  It is not practical to base a 


definition of HFT on solely the attributes listed below as a firm falling within one or several of 
the categories could include any investor and many larger brokers taking in order flow from 
any source in a collective manner.  As a result, we see difficulty in introducing regulation 
covering only those firms deemed to be creating potentially harmful effects on the market.  
Any attempt to go beyond the suggestions we make is likely to have more negative than 
positive impacts on market liquidity and stability. 


                                                           
1 European Commission, Directorate General Internal Market and Services, Public Consultation, Review of the Markets in 


Financial Instruments Directive (MiFID), 8 December 2010.  
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 Attributes of HFT include: 
  


o co-location vs. non-co-location,  
o members seeking low latency,  
o members seeking transparency,  
o members seeking market data,  
o members committing own capital for trading,  
o members using computers and algorithms to determine the price of the order,  
o members changing their order price after sensing a change to market conditions (FX, 


trade in same industry stock, stock trading ahead, oil prices, etc)  
 
 


Q2 What are your views on the suggestion that proprietary trading firms (including HFT firms) that are 
not currently subject to registration/authorisation by a regulator should be required to obtain such a 
registration/authorisation? Are there specific regulatory requirements you believe such firms should 
face?  
To what extent do your answers differ if the proprietary trading firm accesses the market as the 
customer of an intermediary firm through DEA (i.e. under that intermediary’s trading rules/codes) 
rather than as a direct member of the market itself?  


 
NYSE Euronext believes that market access controls on proprietary traders should be implemented. 
However, any controls should be at the level of the authorised firms through whom proprietary and 
high frequency traders access the exchanges and have their business cleared, instead of requiring 
high frequency traders themselves to be authorised solely as a result of such activity. 
 
In addition, specific risk controls should be put in place by firms engaged in automated trading and 
identical levels of control should be applied to firms offering sponsored access to HFT firms (in 
practice, most large exchanges have operated circuit breakers for many years).  However, such 
controls should be applied across all venues to ensure a level playing field and investor protection. 
 
Although NYSE Euronext believes that any potential for systemically risky activities of high frequency 
traders is already covered by the fact that their trades are guaranteed by clearing members/CCPs, 
perceptions of risk can play an important role in establishing confidence in financial markets. Controls 
on the potential risks posed by algorithmic or other technology-driven trading activity are of course 
essential, but these are most appropriately located at the level of the authorised firms through whom 
high frequency traders access the exchanges and have their business cleared. It would be excessive 
regulation to require high frequency traders of whatever scale of activity to be authorised, if the only 
expectation is that it would regulate the taking of risk on the market. 
 
This approach reflects the Recommendations on Risk Management made in April 2010 by the Futures 
Industry Association Market Access Working Group


2
. In the European cash markets, although 


variations exist in the application of HFT, NYSE Euronext notes that the Market Abuse Directive 
(MAD) covers both the authorised firms and the firms to which they offer clearing services. NYSE 
Euronext would welcome a harmonised approach to the application of MAD across all trading venues 
in Europe. 
 


Q3 What recommendations, if any, would you propose to strengthen the regulatory requirements 
around pre- and post-trade risk controls? In particular, what measures, if any, do you think regulators 
should introduce that relate specifically to the use of and risks posed by algorithmic trading and/or 
HFT?  


 
NYSE Euronext agrees that appropriate specific risk controls should be put in place by firms engaged 
in automated trading and that parallel identical levels of control should be applied to firms offering 
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sponsored access to HFT firms. Again, the FIA Market Access Risk Management Recommendations 


provide a positive framework for the operation of risk controls
3
. 


 


Q4 To what extent do you believe the use of trading control mechanisms such as circuit breakers and 
limit-up/limit-down systems by trading venues should be mandated? If you believe they should be 
mandated, should venue operators be permitted to design their own controls or should they be 
harmonised/coordinated across venues (including between interrelated instruments such as a 
derivative and its underlying)?  


 
NYSE Euronext closely monitors all orders and transactions. The Exchange has the authority to 
temporarily halt trading in any security or set a limit on price fluctuations if it is deemed to be in the 
interest of the market. Trading may be halted in several ways: 
 
- A trading suspension, on behalf of issuers or regulators, is executed by the Exchange with an 


official notice; and  
- A trading reservation, or temporary halts for when it is momentarily impossible to match buy and 


sell orders within the allowed range. 
 
In order to perform these reservations or suspensions, static and dynamic thresholds have been 
implemented on some of our markets. 
 


Static thresholds: Static thresholds are set at 10% above and below the reference price. At 
the opening of the trading session, the static reference price is the last traded price, which is in 
general the previous day’s close adjusted for dividends paid and other corporate actions, or 
the last indicative price posted. 
  
Dynamic thresholds: Dynamic thresholds apply to continuous trading only. They are 
designed to cap volatility within the range established by static thresholds. Each traded price 
becomes the dynamic reference price used to set upper and lower limits on the next traded 
price. 


 
It is essential for the integrity of markets that trading venues have in place strong active price 
formation risk controls. Many exchanges operate circuit breakers for cash equities and these are 
appropriate in respect of transferable securities which are traded across competing venues. Such 
requirements should be applied across all venues, be they RMs, MTFs, OTFs, ECNs or ATSs trading 
those products, in order to ensure a level playing field and investor protection.  However, individual 
markets should not be prevented from establishing more restrictive controls if desired.   
 
Alternative forms of appropriate pricing risk controls, in the form of dynamic price limits, are operated 
by many exchanges in respect of listed futures and options. Unlike transferable securities, such 
products are issued by a specific exchange or a central clearing agency. Dynamic price limits operate 
to ensure a continuous price formation process and to minimise the scope for price dislocation or 
substantive errors in the pricing of orders submitted to the trade matching engine. Indeed, dynamic 
price limits generally and frequently protect member firms and the market as a whole from keying 
errors in respect of price that inevitably occur from time to time in an automated market. 
 
NYSE Euronext’s systems continuously generate price limits in real-time, and reject orders submitted 
outside the limits (i.e. bids at a price above the “limit bid” and offers at a price below the “limit offer”). 
For futures, the price limits in the most active contract month (the “blue month”) operate on the basis 
of a number of ticks either side of the Price Limit Reference Price, which is based on the last traded 
price and subsequent offers below/bids above that price. For all other contract months, price limits 
operate on the basis of a number of ticks either side of the fair value for that month, with the fair value 
level being calculated by the system in real-time from outright and implied spread prices available in 
the market. By taking their lead from the most liquid “blue” contract month, the price limits in the other 
months remain up to date, and therefore do not interrupt normal trading.  The number of ticks (or 
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“price limit spread”) is configurable by contract month, and can be adjusted as necessary to reflect 
market conditions (e.g. widened ahead of a major economic announcement, such as the 
announcement of the monthly decision of the Bank of England’s Monetary Policy Committee about the 
level of interest rates). 
 
For options, NYSE Euronext calculates a theoretical fair value price for each series. The fair value will 
generate a spread, the range of which is determined from the applicable option delta value. The 
spread range is then employed by the Trading Engine as the price limit for the option series 
concerned.  Orders entered at price levels outside the price limits will be automatically prevented from 
trading by the system and the relevant trader will be notified immediately that the order has been 
rejected. Dynamic price limits (as preventive measures) are complemented by NYSE Euronext’s ability 
to take remedial action, where necessary: NYSE Euronext is unequivocal in exercising its powers to 
invalidate trades where, in extremis, such action is necessary to restore an orderly market or correct a 
material price distortion. 
 
Furthermore, it is important that the IT platforms of trading venues be robust and able to handle the 
large number of message traffic generated by HFT. Again, in practice, it is in the commercial interest 
of the trading platform to have in place strong backup systems and sufficient capacity. However, all 
venues should be held to identical standards of resiliency by regulators and identical circuit breaker 
rules.  In fragmented markets, market-wide circuit breakers and limit-up/limit-down rules are critical to 
re-aggregating liquidity in highly volatile periods and preventing price dislocations in the new high-
speed trading world where liquidity can be fleeting and order books can quickly empty.  If the rules are 
not the same, trading could continue on certain platforms without adequate price controls. This type of 
cross platform arbitrage could lead in turn to sharp price deviations such as those observed on 6 May 
2010 in the United States. 
 


Q5 To what extent do you believe market maker schemes offered by trading venues should be subject 
to mandatory minimum criteria? Should the criteria be determined by the trading venue alone? To 
what extent do you agree with the suggestion that the use of stub quotes should be prohibited?  


 
In both the cash and derivatives markets, there are defined regimes for market makers which involve 
consistent obligated risking of capital (even during volatile markets) and as a result there is an 
asymmetry in the mechanism for matching orders that treat market makers differently than the 
average member firm in the competition on the order book. This balance of obligations and opportunity 
is key to the smooth functioning of the markets in times of both high and low activity. 
We understand that the abrupt withdrawal, in the short term, of any sizable liquidity from the order 
book, whether it be high frequency or otherwise, in a security may have a disruptive effect on the 
security. However, obliging HFT firms to respect market making obligations would dissuade them from 
trading in the first place, negatively affecting liquidity, potentially widening spreads and  ultimately 
increasing implicit transaction costs in the market place. 
 
In United States, stub quotes were eliminated in December 2010 when the U.S. exchanges instituted a 
market making quoting requirement. The exchange rules require market makers quote within 8% of 
NBBO for S&P 500/Russell 1000, and within 20% before 9:45 and after 3:45.  For all other stocks, 
market makers must quote within 30% of NBBO for all other stocks. We do support additional market 
maker obligations for certain privileges but these should be left to the discretion of market operators. 
 


Q6 Do you have suggestions for improvements to regulators’ surveillance capabilities with respect to 
the markets and modern trading techniques? Please elaborate.  
Who should bear the cost of investing in such capabilities and the cost of operating and supervising 
the markets in order to ensure fairness among market participants? Please elaborate. 


 
Market surveillance is crucial for investor protection and NYSE Euronext dedicates substantial 
resources to maintaining a fair and orderly market. 
 
In Europe in the post-trade area the global Compliance Division of NYSE Euronext has a team of 
people dedicated to performing audits, investigations and T+1 monitoring (in the U.S. this activity has 
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been outsourced to FINRA since May 2010). In addition, NYSE Euronext also has a team dedicated to 
front-line operations and real-time surveillance of the markets it operates. 
 
NYSE Euronext uses both in-house and third party solutions to monitor its markets, which generate 
specific alerts to detect market manipulation such as order book layering. Furthermore, there are 
counters for the number of orders and trades. 
 
In addition, NYSE Euronext has developed a number of reports that seek to identify particular types of 
abuse such as front running and wash trades.  Such reports are configured such that repetitive, small 
scale incidents can be identified. 
 
With an increasing volume of orders and trades in a more fragmented market NYSE Euronext 
considers that market authorities should have adapted IT systems for market surveillance. To facilitate 
the surveillance and communication, we would recommend market regulators have the same 
standards and similar IT protocol.  A solution to reducing the investment costs would be for market 
regulators to have the same systems.   Particularly in the United States, we believe consolidated 
market surveillance of all venues (exchanges, ATSs, dark pools) is critical in fragmented market 
environments and would give regulators a full picture of the market.  However, any costs imposed on 
the industry to build a consolidated audit trail should be shared among all market participants based 
on trading activity. 
  


Q8 Have the appropriate steps been taken to limit or manage conflicts of interest that arise where an 
investment firm simultaneously conducts client-serving activities and proprietary trading or a trading 
participant is also a shareholder in a venue on which it trades? If you believe conflicts management is 
inadequate, please explain how this manifests itself and any recommendation you have for how 
conflicts management could be improved.  


 
Regulated markets are required to prevent conflicts of interests between their owners or operators and 
the sound functioning of the market and investment firms are required to prevent conflicts of interests 
between themselves and their clients. However, where investment firms are unable to prevent such a 
conflict, they are simply required to disclose that risk to their clients. In Europe, when investment firms 
operate an MTF, their intermediation function is regulated with regards to the prevention of conflicts of 
interest whereas their exchange function has been left unregulated. 
 
When a single firm combines activities such as (i) the operation of a multilateral facility; (ii) the 
provision of client flow to that facility; (iii) the provision of own account flow to that facility; (iv) the 
monitoring of the market integrity of the same platform; (v) and is a shareholder in that platform, there 
is clear scope for conflicts of interest. 
 
Furthermore, MTFs must be required to have in place more specific arrangements to identify and 
manage conflicts of interest, arrangements and systems to identify and mitigate risks to its operations 
and arrangements for the sound management of the technical operations of the system (including 
effective contingency arrangements to deal with risks of system disruptions). 
 
In an environment where execution venues are chosen by intermediaries, and where intermediaries 
are also shareholders of MTFs, full transparency and disclosure should apply to avoid conflicts of 
interest.  We would suggest that either: 
 


 user-shareholders of platforms publicly disclose on a monthly basis the volumes 
routed to the platforms in which they have a shareholding; and 


 user-owned MTFs publicly disclose on a regular basis the number of investigations 
conducted and sanctions taken on the platform; or 


 limits are placed on the ownership of platforms by users. 
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Q9 Do you think existing laws and rules on market abuse and disorderly trading cover computer 
generated orders and are relevant in today’s market environment?  


 
The powers of competent authorities would certainly benefit from a systematic harmonisation of rules 
at a pan-European level to avoid regulatory arbitrage. NYSE Euronext believes that legislative 
loopholes should be avoided in order to ensure effective regulation across Europe. The scope of 
suspicious transactions reports should certainly be extended to suspicious orders and suspicious OTC 
transactions in order to avoid regulatory arbitrage. 
 


Q10 Are there any strategies employed by HFT firms that raise particular concerns? If so, how would 
you recommend that regulators address them?  


 
It is not unusual for HFT firms to employ more than one algorithmic model when trading a particular 
financial instrument.  Whilst these models run independently of each other, and are based on different 
trading decisions, it is inevitable that from time to time these models will submit orders which 
coincidentally match with each other.  This type of activity would not ordinarily be viewed as abusive.  
However, if the conflicting algorithms match against each other and the intent of the executing firms is 
to cause price or volume aberrations, then such activity could be construed as abusive on the basis 
that it creates a false and misleading impressions as to price/volume.  It is evident, therefore, that the 
interaction of algorithmic models run by the same HFT firm has the potential to raise supervisory 
concerns.  This must be judged on a case-by-case basis: the judgement on whether it constitutes 
market manipulation will depend a number of factors. 
 
NYSE Euronext considers quote stuffing (or virtual orders or fleeting orders) to be necessarilyas 
abusive in nature as the primary purpose of the activity is to create uncertainty for other participants 
and slow their trading processes.  Any strategy that is designed to give a false and misleading 
impression through the submission of fleeting/virtual orders should be considered abusive.  
 
Conversely, ping orders and momentum ignition strategies are not necessarily abusive in nature.  As 
such, each such case must be assessed against a range of factors when determining whether the 
actual behavior constitutes market manipulation.   For ping orders, one needs to consider what the 
real intention is to trade or to create a print. For momentum ignition, factors it is important to consider 
may include whether the activity leads to significant changes in the price of the financial instrument, 
particularly compared to the “normal” trading range of the financial instrument, whether the 
transactions lead to a change in beneficial ownership or risk, whether the activity is concentrated 
within a short time period and leads to a price change which is subsequently reversed and whether the 
activity is conducted at around a specific time when reference prices and settlement prices are 
calculated with that activity having an effect on the prices.   
 
Taking the above non-exhaustive factors into account an example of when a momentum ignition 
strategy would be considered market manipulation is where the transactions which start or exacerbate 
the trend are executed between parties acting in collusion such that, in effect there is no transfer of 
beneficial ownership or market risk (i.e. the transactions constitute wash trades).  Another example is 
where the objective of submitting “aggressive orders” is to move the price of the financial instrument at 
a time which is relevant to the calculation of the settlement price of a related option contract such that 
the perpetrator makes a profit (or avoids a loss) on the options position that he holds.    
 


Q12 Should market operators be required to make their co-location services available on a fair and 
non-discriminatory basis?  


 
Co-located servers must have fair and non-discriminatory access to the data centers in which the 
matching engine is situated, otherwise multilateral platforms could be discriminating between their 
members. 
 
The NYSE Euronext European Liquidity Centre in Basildon, Thurrock and the Mahwah Data Center  in 
Mahwah, NJ, are open to any member or non-member trading firm (please note that only members 
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are allowed trading access to the production environment). Non-member order flow may only be sent 
to the markets via a member using the appropriate risk controls. 
 
In addition to trading institutions, vendors in Basildon may also take space within the co-location hall, 
either to provide services for members / non-members within their racks, or to offer their own service 
to other firms co-located in their own racks. To qualify for co-location space vendors must be either an 
authorized Application Service Provider or Market Data Distributor, with the appropriate Service 
Provider or Market Data Distribution agreements in place.  
 
The obligation to make co-location services available on a fair and non-discriminatory basis has to 
apply to all co-location providers and not only to market operators. 
 


Q13 Should market operators be required to provide testing environments to enable participants in 
stress test their algorithms? If so, what kind of minimum requirements are reasonable?  


 
NYSE Euronext has put in place several comprehensive measures to prevent capacity and 
performance risks: 
 


 An active monitoring of the main applications on key performance indicators; 


 A specific step dedicated to performance testing during any new project and to 
capacity configurations; 


 A regular global capacity planning review;  


 An escalation procedure in case of performance degradations and or capacity 
thresholds exceeded; and  


 A dedicated team to look after individual and global performance issues. 
 
Participants are responsible for designing controls over their order entry mechanisms, so that they 
keep an appropriate level of control over the orders routed or transmitted electronically, and the orders 
processed manually. However, NYSE Euronext has also implemented a number of controls to ensure 
fair and orderly markets: 
 


 The Participant is responsible for the validation of prices and volumes of each order; 


 Certain types of orders must be systematically validated or, failing this, rejected before 
being presented to the Market, including: 


o Orders that are clearly disproportionate in comparison to the liquidity of the 
security evaluated on the basis of the normal market’s absorption capacity for 
the security; and 


o Orders with a price which differs significantly from prevailing market prices or 
which is obviously likely to trigger an excessive price swing or a collar. 


 
In addition, there is a technical limitation in the number of orders that a customer can route to the 
market.  Also, a specific alert has been implemented for market surveillance when a large number of 
orders are sent by one market member on a single instrument. This alert has been implemented to 
identify which member has a high activity on one specific instrument, and if potentially the member 
may be impacted by a potential system malfunction at his level. 
 
 
  
 








 
 
 
 
 
 


 
 


Mr. Werner Bijkerk 
International Organization of Securities Commissions (IOSCO) 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
18th August 2011 
 
Regulatory Issues Raised by the Impact of Technological Changes on Market Integrity 


and Efficiency 
 
Dear Mr. Bijkerk, 
 
CFA Institute is pleased to comment on the International Organization of Securities 
Commissions (IOSCO) consultation report on Regulatory Issues Raised by the Impact of 
Technological Changes on Market Integrity and Efficiency (the “Consultation”).  
 
CFA Institute represents the interests of investors and investment professionals to standard 
setters, regulatory authorities, and legislative bodies worldwide on issues that affect the 
practice of financial analysis and investment management and on the efficiency and integrity 
of global financial markets. CFA Institute promotes fair, open, and transparent capital 
markets, and advocates for investors’ protection. 
 
Executive Summary 
 
We welcome the opportunity to comment on the effect of various technological 
developments on the structure, functioning, and integrity of financial markets. CFA Institute 
has commented extensively on these issues1 and published related research, including The 
Structure, Regulation, and Transparency of European Equity Markets under MiFID (2011) 
and Market Microstructure: The Impact of Fragmentation under the Markets in Financial 
Instruments Directive (2009)2


Over the past decade, technological advancements, combined with regulatory changes, have 
enabled competition amongst trading venues to first flourish and then intensify. The equity 


. 
 


                                                        
1 See, for example:  
• Comment Letter to IOSCO on Issues Raised by Dark Liquidity (2011): 


http://www.cfainstitute.org/Comment%20Letters/20110211.pdf  
• Comment Letter to European Commission on the Review of the Markets in Financial Instruments Directive 


(2011): http://www.cfainstitute.org/Comment%20Letters/20110202.pdf ;  
• Comment Letter to CESR on Micro-Structural Issues of the European Equity Markets (2010): 


www.cfainstitute.org/Comment%20Letters/20100430_2.pdf ;  
• Comment Letter to U.S. SEC on Equity Market Structure (2010): 


http://www.cfainstitute.org/Comment%20Letters/20100622_2.pdf ;  
• Letter to U.S. SEC on Sub-Penny Trading on Regulated Exchanges (2010): 


http://www.cfainstitute.org/Comment%20Letters/20100106.pdf  
 
2 The reports are available at http://www.cfapubs.org/loi/ccb  
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markets of today represent a vast, decentralised electronic network, critically dependent on 
technology to generate and match order flow at ever greater speeds. Whilst certain trading 
costs have fallen, the fragmentation of liquidity across this network, combined with the speed 
and automation with which transactions are executed, has raised various issues for market 
participants. Investors and regulators have expressed concerns over the depth of liquidity, the 
efficiency of public price discovery, transparency, fairness, and the resiliency of equity 
markets, most notably in the United States and Europe. 
 
CFA Institute believes that the efficient functioning and integrity of the equity secondary 
markets is of utmost importance to serve the diverse needs of all types of investors. In 
general, we believe that policy measures should be designed to foster greater transparency 
and greater consistency in the regulatory framework, so that all functionally similar trading 
venues and trading activities are subject to similar rules. Such a policy approach would help 
to preserve the integrity of the price discovery mechanism carried out by ‘lit’ markets, bolster 
market liquidity and efficiency, and mitigate the potential for the distortionary effects of 
regulatory arbitrage arising from uneven rules among similar types of trading venues. 
 
The Consultation addresses the current state of the markets and the risks posed by certain 
technological and market developments; high-frequency trading (HFT) and the potential risks 
it poses to market efficiency, integrity, and stability; and the regulatory initiatives taken to 
date, both by national authorities and by IOSCO through its international principles on 
matters such as dark liquidity, direct electronic access, and screen-based trading. We 
commend IOSCO for providing a comprehensive account of each of these areas. 
 
CFA Institute’s positions are summarised as follows: 
 
1. CFA Institute believes that urgent regulatory attention is needed to address the problem of 


sub-penny trading. This practice discourages investors from submitting passive limit 
orders because those orders are frequently stepped in front of by off-exchange executions 
that obtain execution priority by offering only nominal price improvement, often in the 
magnitude of $0.0001 per share. Such transactions offer little economic benefit to the end 
investor compared with the cost incurred by market participants posting limit orders who 
lose that opportunity to trade. Consequently, the incentive to displaying a visible limit 
order is reduced, which in turn can adversely affect market liquidity and public price 
discovery. 
 


2. It is appropriate that proprietary trading firms, including HFT firms, be subject to 
appropriate and proportionate regulation. This would include registration/authorisation 
(where it is not currently required), and similar organisational requirements as those that 
apply to other regulated investment firms, including risk management obligations and 
adequate levels of capital. 


 
3. Firms providing sponsored access should implement robust risk management procedures 


and controls and retain adequate oversight of the activities of their clients utilising 
sponsored-access arrangements. Such controls are necessary to protect the integrity and 
efficient functioning of the markets and to prevent noted risks developing into systemic 
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threats. We also believe that firms engaging in automated trading (such as algorithmic 
and high-frequency trading) should implement robust internal risk management 
procedures and controls over their algorithms and strategies as part of best practice. 


 
4. Circuit breakers and/or other more sophisticated forms of trading limitations can be an 


effective tool for curbing excessive market instability. They should be applied 
consistently across all trading venues in order to provide investors with assurance that, 
irrespective of where they trade, the same protections are in place. 


 
5. CFA Institute believes that, if HFT firms, systematic internalisers and/or over-the-counter 


market makers (or other investment firms) are afforded certain privileges that are not 
available to other investors, such as faster data access to exchange servers and/or 
mechanisms that allow them to see order flow before other market participants, then it 
would be appropriate to subject such firms to certain obligations, such as a requirement to 
provide liquidity irrespective of the direction of market movements. 


 
6. Regulatory authorities and market centres should ensure that they have adequate 


surveillance technology to identify instances of market abuse (whether via the use of 
manipulative computer programs or otherwise) and take appropriate action as prescribed 
under existing laws and regulations. 


 
7. CFA Institute believes that trying to curb HFT activity through direct, targeted and 


punitive regulation is inappropriate and would likely result in unintended consequences. 
In our view, it would be more effective for regulators to oversee such firms in the same 
manner as other firms engaged in similar activities (see discussion in point #5 above). 
Likewise, regulators should focus on risk management (pre- and post-trade risk controls) 
rather than try to intervene in the trading process or to restrict certain types of trading 
activities via fees or charges. 


 
8. Co-location services should be made available to all investors wishing to pay for these 


services. The fees charged should be fair and non-discriminatory. 
 
 
Please do not hesitate to contact us should you wish to discuss any of the points raised.  
 
 
Yours faithfully, 
 
/s/ Rhodri Preece    
 
Rhodri Preece, CFA 
Director, Capital Markets Policy 
CFA Institute      
 
+44.20.7330.9522 
rhodri.preece@cfainstitute.org  
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With headquarters in Charlottesville, Virginia, and offices in New York, Hong Kong, London 
and Brussels, CFA Institute is a global, not-for-profit professional association of more than 
106,000 investment analysts, portfolio managers, investment advisors, and other investment 
professionals in 135 countries. Of these, more than 95,000 hold the Chartered Financial 
Analyst® (CFA®) designation. The CFA Institute membership also includes 135 member 
societies in 58 countries and territories.  
 
CFA Institute develops, promulgates, and maintains the highest ethical standards for the 
investment community, including the CFA Institute Code of Ethics and Standards of 
Professional Conduct, Global Investment Performance Standards (“GIPS®”), and the Asset 
Manager Code of Professional Conduct (“AMC”). CFA Institute is best known for 
developing and administrating the Chartered Financial Analyst® curriculum and 
examinations and issuing the CFA Charter. 
 
Our specific comments in response to the consultation’s questions are set out below.  
 
Specific Comments 
 
1. What impact have the technological developments in the markets in recent years had on 


your own trading? Has it encouraged, discouraged or had no impact on your willingness 
to participate on the lit markets, and how does this differ between asset classes and/or 
instruments? 


 
CFA Institute is not a direct participant in financial markets. However, certain of our 
members who are active participants in the equity markets have expressed concerns that the 
current market structure (particularly in the United States) discourages the provision of 
displayed liquidity. Specifically, this is due to giving certain market participants privileges 
that are unavailable to other investors, such as faster data access to exchange servers and/or 
mechanisms that allow them to see order flow prior to other market participants.  
 
Investors who submit passive limit orders frequently find that those orders aren’t executed 
because of rules in some countries that enable certain entities to trade ahead of displayed 
orders. In fact, we have been advised that when these transparent orders do get filled, it is 
usually because the orders are on the wrong side of the market. Consequently, investors have 
very little incentive to display a visible limit order, which in turn can adversely affect market 
liquidity and public price discovery.  
 
CFA Institute firmly believes that urgent regulatory attention is needed to address this 
problem. Among other things, regulators should level the playing field between exchanges 
and off-exchange venues. Furthermore, rules should give execution priority to displayed 
orders.  
 
2. What are your views on the suggestion that proprietary trading firms (including HFT 


firms) that are not currently subject to registration/authorisation by a regulator should be 
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required to obtain such a registration/authorisation? Are there specific regulatory 
requirements you believe such firms should face? 
 
To what extent do your answers differ if the proprietary trading firm accesses the market 
as the customer of an intermediary firm through DEA (i.e. under that intermediary’s 
trading rules/codes) rather than as a direct member of the market itself? 
 


Proprietary trading firms, including HFT firms, should be subject to registration/authorisation 
(where this is not currently required), and similar organisational requirements as those that 
apply to other regulated investment firms, including risk management obligations and 
adequate levels of capital. 
 
Indeed, it is our view that all firms engaged in functionally similar activities (for example, 
HFT liquidity providers and traditional market makers) should be subject to similar rules and 
obligations. Our concern with proprietary trading firms such as HFTs and systematic 
internalisers is not what they do, but that they are able to benefit from their activities while 
remaining exempt from the obligations typically required of those activities. 
 
In the case of HFTs, they have the type of privileged access available to traditional market 
makers, yet they are not burdened from the kind of obligations of traditional market makers, 
such as continuously and actively making markets, capital requirements and regulatory 
oversight. Similarly, we are concerned that, in certain jurisdictions such as the United States, 
systematic internalisers are able to use their positions as dealers to not only have an advanced 
look at the order book but also to trade ahead of existing market orders.  
 
We are less concerned with firms that access the markets as customers of an intermediary so 
long as they must operate under that firm’s trading rules and those rules are adequately 
enforced. Under such circumstances, an intermediary should bear some responsibility for the 
activities of their customers and should be penalized, as well, if its customer engages in 
abusive or illegal activities. This, we believe, will give intermediaries incentives to carefully 
vet their customers prior to giving them access and to monitor their activities once they begin 
using that access.  
 
In short, regulators should adopt a consistent approach to regulation of HFT and other 
proprietary firms. 
 
3. What recommendations, if any, would you propose to strengthen the regulatory 


requirements around pre- and post-trade risk controls? In particular, what measures, if 
any, do you think regulators should introduce that relate specifically to the use of and 
risks posed by algorithmic trading and/or HFT? 


 
CFA Institute is of the view that firms providing sponsored access (i.e. investment firms who 
allow their systems to be used by other traders) should implement robust risk management 
procedures and controls and retain adequate oversight of the activities of their clients utilising 
sponsored-access arrangements. Such controls are necessary to protect the integrity and 
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efficient functioning of the markets and to prevent noted risks developing into systemic 
threats.  
 
We also believe that firms engaging in automated trading (such as algorithmic and high-
frequency trading) should have to implement robust internal risk management procedures and 
controls over their algorithms and strategies as part of best practice. They also should 
disclose such controls to the appropriate regulatory authorities.  
 
With regard to some of the regulatory measures that have been proposed in relation to the use 
of, and risks posed by, HFT, we do not believe it is feasible for regulators to review and/or 
‘approve’ algorithms prior to their use by firms. If regulators are asked to approve 
algorithms, we foresee three important problems. First, it is likely that regulatory authorities 
would lack sufficient expertise and/or technological resources to be able to understand and 
then vet algorithms. Second, even if this impediment could be overcome, regulatory 
authorities would then have to monitor the algorithms on a real-time basis to make sure they 
are aware of all modifications, that those modifications have been stress-tested, and that the 
outcomes of those tests are acceptable. Third, this approach could ultimately lead to approval 
for only a small number of algorithms, thus encouraging all firms to use systems that have 
already received approval. This could lead to herd-type trading, which may exacerbate 
market swings.  
 
4. To what extent do you believe the use of trading control mechanisms such as circuit 


breakers and limit-up/limit-down systems by trading venues should be mandated? If you 
believe they should be mandated, should venue operators be permitted to design their 
own controls or should they be harmonised/coordinated across venues (including 
between interrelated instruments such as a derivative and its underlying)? 


 
Circuit breakers and/or other more sophisticated forms of trading limitations are an effective 
tool for curbing excessive market instability. We have seen how they help protect the 
efficient functioning and robustness of markets.  
 
For circuit breakers to be effective in combating market instability, they should be applied 
consistently across all trading venues (whether via a self-regulatory initiative or regulatory 
mandate). This would provide investors with assurance that, irrespective of where they trade, 
the same protections are in place. 
 
5. To what extent do you believe market maker schemes offered by trading venues should be 


subject to mandatory minimum criteria? Should the criteria be determined by the trading 
venue alone? To what extent do you agree with the suggestion that the use of stub quotes 
should be prohibited? 


 
In many trading venues, HFT firms act as de-facto market makers under normal conditions. 
As the Consultation notes, they are estimated to account for over a third of equity trading 
activity in Europe and over one half of activity in the United States. Consequently, the market 
is highly dependent on the liquidity such firms provide. 
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Absent any formal obligations, HFT firms can choose to withdraw the liquidity they provide 
under adverse market conditions or during times of instability. This could have destabilising 
effects. As the Consultation notes (p.27),  
 


“The events surrounding the May 6 flash crash suggest that HFT firms, whilst not 
triggering the crash, rapidly withdrew from the markets as they began to move, 
thereby intensifying the liquidity crisis… The main concern is that the fast and 
automatic operation of algorithms by HFT firms may increase transitory volatility in 
both normal and turbulent market conditions… The impact of this phenomenon might 
be amplified by the difficulty met by some investors in promptly interpreting the 
effective level of liquidity available in the market.” 


 
CFA Institute believes that, if HFT firms (or other investment firms) are afforded certain 
privileges that are not available to other investors, such as faster data access to exchange 
servers and/or mechanisms that allow them to see order flow before other market 
participants, then it would be appropriate to subject such firms to certain obligations, such as 
a requirement to provide liquidity irrespective of the direction of market movements. 
 
6. Do you have suggestions for improvements to regulators’ surveillance capabilities with 


respect to the markets and modern trading techniques? Please elaborate. 
 


Who should bear the cost of investing in such capabilities and the cost of operating and 
supervising the markets in order to ensure fairness among market participants? Please 
elaborate. 


 
We have not fully considered the issues raised by this question with our members. 
 
7. What do you perceive as the major causes of settlement indiscipline and settlement 


failures? What steps, if any, do you believe regulators should take to address these 
causes? 


 
No comment. 
 
8. Have the appropriate steps been taken to limit or manage conflicts of interest that arise 


where an investment firm simultaneously conducts client-serving activities and 
proprietary trading or a trading participant is also a shareholder in a venue on which it 
trades? If you believe conflicts management is inadequate, please explain how this 
manifests itself and any recommendation you have for how conflicts management could 
be improved. 


 
Such conflicts are, in many ways, at the root of our concerns about internalisation. Firms who 
act as internalisers may also engage in operating crossing networks and proprietary trading 
activities, and are potentially invested in other trading venues as well. 
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As stated above, we believe the best manner for regulators to manage these issues is to 
oversee all trading venues by use of a common rulebook. Likewise, we believe regulatory 
authorities should impose similar obligations on all entities that are engaged in market 
making activities.  
 
9. Do you think existing laws and rules on market abuse and disorderly trading cover 


computer generated orders and are relevant in today’s market environment? 
 
Market abuse rules are typically based upon two fundamental principles, namely market 
manipulation (employing abusive practices to artificially move prices up or down) and 
insider trading (dealing on material, non-public information prior to its dissemination).  
 
These principles remain just as relevant in today’s market as they always have done. 
Consequently, existing laws and rules built upon these principles should be sufficient to 
cover any type of order, whether generated by a human or a computer (in the case of the 
latter, it is the human who programs or instructs the computer to carry out the order). 
 
Market centres and regulatory authorities should ensure that they invest adequately in 
surveillance technology to enable them to detect and combat market abuse.  
 
10. Are there any strategies employed by HFT firms that raise particular concerns? If so, 


how would you recommend that regulators address them? 
 
The Consultation highlights four strategies that may raise particular concerns (p.28), namely, 
momentum ignition, quote-stuffing, spoofing and layering3


11. Should charges or fees be imposed on messages, cancellations or high order-to-trade 
ratios? If so, how should the fees or charges be determined and on what basis? 


. Each of these is an example of 
market manipulation. As noted in the response to the previous question, authorities should 
ensure that they have adequate surveillance technology to identify such abusive practices and 
take appropriate action as prescribed under existing laws and regulations.  
 
The Consultation also notes that there is no clear evidence to date of systematic and 
widespread use of abusive practices by those engaging in HFT. 
 


 
CFA Institute believes that trying to curb HFT activity is inappropriate and would likely 
result in unintended consequences. In our view, it would be more effective for regulators to 
focus on appropriate oversight, including risk management (pre- and post-trade risk controls) 


                                                        
3 IOSCO defines these as follows (see Consultation p.28, footnote 41): “Momentum ignition: with this strategy, 
the proprietary firm may initiate a series of orders and trades (along with perhaps spreading false rumours in the 
marketplace) in an attempt to ignite a rapid price move either up or down; spoofing is an abusive practice where 
the use of displayed limit orders are used to manipulate prices; layering: with this strategy a [market participant] 
layers the book with multiple bids and offers at different prices and sizes, generating an enormous volume of 
orders and high cancellation rates of 90% of more. The orders also may have an extremely short duration before 
they are cancelled if not executed, often of a second or less.” 
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rather than trying to intervene in the trading process or restrict certain types of trading 
activities. 
 
Imposing charges, fees, or caps on messages and/or order-to-trade ratios may pose risks to 
market integrity and efficiency. For example, attempting to limit the ratio of orders submitted 
to transactions executed, via a cap or an explicit charge, may restrict the ability of investors 
engaging in statistical arbitrage (a significant source of liquidity) to adjust their quotes in 
response to changes in the fair value of related securities. This would result in pricing 
inefficiencies across related financial instruments and markets. This could discourage 
investors from engaging in such activity, thereby reducing the depth of displayed liquidity. 
 
Whilst we acknowledge that such charges or fees may reduce the volume of message traffic 
(itself a cost to the market ecosystem), this potential benefit is outweighed by the cost of 
reduced participation in the lit markets, and the loss of transparency, liquidity, and pricing 
efficiency that might result.  
 
A further consideration is that any additional charges or fees end up being passed on to the 
end customer. 
 
12. Should market operators be required to make their co-location services available on a 


fair and non-discriminatory basis? 
 
We agree with this assertion. Co-location services should be made available to all investors 
wishing to pay for these services. The fees charged should be fair and non-discriminatory. 
 
13. Should market operators be required to provide testing environments to enable 


participants to stress test their algorithms? If so, what kind of minimum requirements are 
reasonable? 


 
It is prudent for firms utilising algorithms to undertake robust stress testing of those 
algorithms prior to their adoption. It should be left to market operators to work with their 
customers to determine what requirements (if any) are needed to facilitate such stress testing.  


 
14. To what extent do you have other comments related to the risks to market integrity and 


efficiency raised by the issues in this report? 
 
We have no further comments. 
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Response to the questions in the consultation report 


We believe that many of the questions below are consultation matters in their own right and justify more 


detailed and separate attention by IOSCO. Below we will provide a brief response to these questions. 


 


Q1 What impact have the technological developments in the markets in recent years had on your 


own trading? Has it encouraged, discouraged or had no impact on your willingness to participate 


on the lit markets, and how does this differ between asset classes and/or instruments? 


We note the emphasis of this question on lit markets. We would like to point out that unlit markets continue 


to be a significant discouragement to efficient price formation on lit markets. Unlit markets continue to have 


a negative impact on the benefits of technology in lit markets. 


Trading and technology are not mutually exclusive. They are inseparable and directly correlated. Over the 


decades technological advancement has had a profound impact on the way financial instruments are 


traded in general. The greatest development in technology has been the reduction in latency.  


These technological advancements have enabled investment firms to do hundreds of trades on several 


different markets faster than the blink of an eye. This evolution in the marketplace is often categorised 


under the umbrella of high frequency trading (HFT) and has become a topic of fierce discussion in recent 


years, but we believe HFT is nothing more or less than an evolution of a system that has been in operation 


for decades. 


Market makers like Optiver have always been early adopters of new trading technologies. In strict price-


time priority markets, a market makers‟ success depends on it being among the first to post the best 


available prices. Technology has thus enabled market makers to increase liquidity and reduce spreads. 


Furthermore speed is important from a risk management point of view, because it allows them to quickly 


update their quotes when market circumstances change.  


HFT is also typically used by firms that employ statistical arbitrage strategies. Just as in market making 


activities the profit per trade is usually very small, so these strategies are usually implemented in 


automated fashion using HFT.  


Recent scientific research has shown that, when used for market making activities or employed in statistical 


arbitrage, HFT generally increases liquidity to the markets and reduces the volatility. Furthermore it 


reduces the spreads, leads to lower tick increments and thus improves the overall market quality.
1
 These 


                                                      


1
 Some critics of HFT state that liquidity these days is lower because “size at the best bid offer” or “size at the top three 


price levels” has reduced. This statement on liquidity is however not accurate. If the tick size in an instrument used to 
be 5 cents and is now 0.5 cent than one can argue that liquidity on the bid and offer in a 1 cent wide market is not as 
liquid as it used to be in the ten cent market, but if you take all the liquidity into account and compare the old ten cent 
spread with the new ten cent spread than one will find that liquidity has actually improved significantly. 
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effects of HFT benefit all market participants, from small retail investors to large brokers and institutional 


investors. 


The technological developments have also enabled firms like Optiver to be active on a larger scale than 


previously possible. This has led to more activities (more markets, more products) with less means, which 


consequently led to lower fees for our services (providing liquidity), especially while our competitors are 


subject to the same circumstances.  


Q2 What are your views on the suggestion that proprietary trading firms (including HFT firms) that 


are not currently subject to registration/authorisation by a regulator should be required to obtain 


such a registration/authorisation? Are there specific regulatory requirements you believe such 


firms should face? To what extent do your answers differ if the proprietary trading firm accesses 


the market as the customer of an intermediary firm through DEA (i.e. under that intermediary’s 


trading rules/codes) rather than as a direct member of the market itself? 


Along with fast moving technology comes fear and misunderstanding.  


Optiver believes it is important that all trading firms that have direct access to the market (including high 


frequency firms) and regardless of size, are subject to regulatory authorization and supervision. The focus 


of this supervision of proprietary trading firms should be on the organisational requirements and systems 


and controls.  


We would like to point out though, that if a high frequency trader is a participant of the exchange then it is 


already subject to the automated trading rules of the exchange. And if a high frequency trader operates 


through sponsored access then the high frequency trading firm and the sponsoring broker work together to 


ensure that the automated trading rules are complied with.  


If this question from IOSCO is inferring that a high frequency trader might have a separate distinguishable 


registration, we would strongly disagree to this. We believe that regulations should be technology neutral. 


The risk in attempting to regulate technology is that the underlying principles behind regulation are not 


properly discussed and identified. Also technology changes so rapidly that regulations become rapidly 


redundant. We have no issue with HFT principles for behaviour being clarified. This indeed would be very 


helpful for example to clarify market behaviours such as order to trade ratios and order cancellation 


principles. We would agree with better principles based regulation in relation to HFT. 


Regarding sponsored access we believe it is good to note that companies providing access should be 


responsible for the risk controls and held accountable if not taken care of. Furthermore it is important to 


stress the importance of aligning requirements between direct members and participants using sponsored 


access to ensure that these are subjects to the same terms and conditions. 


Also we point out the wide range of regulatory inconsistency in relation to sponsored DEA controls globally. 


For example, in the US, the exchanges specify the filter systems which a broker connect to when they 


provide access to sponsored clients. Other jurisdictions are not clear as to the specific requirements of 
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sponsored filters and no guidelines are given on filter specifications, particularly third party software 


systems. This topic requires a more full review and discussion of required principles. 


Finally we would like to stress that we support opening up of all markets to remote membership, allowing 


foreign firms to become a member and to trade in their own name  


Q3 What recommendations, if any, would you propose to strengthen the regulatory requirements 


around pre- and post-trade risk controls? In particular, what measures, if any, do you think 


regulators should introduce that relate specifically to the use of and risks posed by algorithmic 


trading and/or HFT? 


In general we would like to start by saying that we believe all professional market participants, including 


automated trading firms have a responsibility to have sufficient risk controls in place to prevent causing 


market disruptions.  


Proprietary trading firms are trading with their own money and as a result have numerous safeguards in 


place, both technological and process based, to address the operational risks from runaway algorithms. 


One should bear in mind that erratic trades are very expensive for the originating firm and are often 


recognized as existential threats by such firms. Beyond this there are also many safeguards in place at the 


exchange level (as well as the clearinghouse level), to avoid these breakdowns to escalate.  


Filters 


With regard to regulatory requirements around pre- and post-trade risk controls Optiver believes the first 


key plank and emphasis in relation to algorithm control should be on filters and we are convinced this 


requirement should be seen as even more critical than testing requirements. The current industry paradigm 


or thinking in relation to algorithms, is to emphasise development and testing over the importance of filters.  


In the well-known “Credit Suisse” algorithm case as published by the NYSE Euronext Hearing Board in 


January 2010, the findings were that Credit Suisse had failed to “adequately supervise development, 


deployment and operation of proprietary algorithms”. The notion of filters was added as a subsequent „also‟ 


comment, saying the company “also failed to adhere to principles of good business practice…not have 


appropriate checks to prevent submission of...” A better consideration of this case we believe is in the 


reverse, that is, that the primary issue was that there were not appropriate checks or filters to prevent 


erroneous submissions and the „also‟ was that the algorithm development and testing was not adequate. 


Definition of an algorithm 


Furthermore we notice that there is no clear and consistent definition of an „algorithm‟. Current regulatory 


discussion of the term „algorithm‟ often assumes it is some finite, mutually exclusive, single identifiable 


component. Algorithms are far more complex than this. Trading systems are complete end-to-end 


processes in a complex operating environment system where there can be no divisible identification of „an 


algorithm‟. Much can go wrong in a complex trading system. Much more needs to be done to identify the 
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risks within trading systems from an end to end perspective. Approaching this by way of „algorithms‟ is not 


necessarily the best way to ensure market integrity. 


Algorithm testing and documentation  


Next we believe there should be more clarification on the topic of algorithm testing and documentation. 


Much regulatory discussion takes place over terms like „reasonable steps‟ and „adequate‟. Such is highly 


inadequate for so complex an area and much more discussion and clarification is required. 


By way of example, a large international bank will typically manage its trading software development far 


differently than say a small proprietary trading firm. In a highly structured software environment in a large 


organisation there is typically a committee based approach to development. There can be very detailed 


stages in the approach. Typically there are separate and distinguishable steps of analysis, design, 


construction, testing and support. There can also be very clear and different lines of responsibility and 


segregation of duties. Separate IT roles can be involved such as analysts, software engineers and 


applications engineers. Differing IT standards can be followed e.g. COBIT, ISO 9000-3 and approaches 


can vary accordingly. Every step of the process from functional specification to logic documentation to 


testing and implementation can have varied levels of documentation. 


Compare this to a small “prop firm” where only 2 people can be involved in the whole process. The IT 


engineer will cover all IT roles described above and the user can be also involved in testing and 


acceptance procedures.  By way of example, in relation to documentation, the IT engineer may simply 


allow the code itself to document the logic and no more documentation exists. The whole IT process from 


end to end may be on record as email correspondences. 


Should rules apply according to the nature and scale of the organisation? Or are rules intended to apply 


according to the complexity and potential impact of the algorithm?  What does “reasonable” and “adequate” 


mean? There are potentially as many “reasonable” and “adequate” approaches to algorithm development 


as there are algorithmic traders.  


Regulatory approval for algorithms 


We would like to express our strong concerns with the sometimes voiced proposal to require firms active in 


algorithmic trading to notify regulators of the design, purpose and functioning of algorithms. We regard this 


measure as disproportionate, especially if this would imply requiring upfront approval to utilize algorithms. 


We also believe regulators lack the resources to vet thousands of complicated algorithms (that also change 


very frequently). Finally it would create a moral hazard risk.  


Regulating dark vs. lit markets 


Finally Optiver believes it is important to once again point out the fact that all trading in the public markets 


is already subject to strict regulation, while anything that is trading in a non-transparent manner is still 
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under much less scrutiny. We believe this scrutiny for the lit markets to be deserved and the risk controls in 


general to be a good thing, but we would like to see this regulation extended to the entire market structure. 


Q4 To what extent do you believe the use of trading control mechanisms such as circuit breakers 


and limit-up/limit-down systems by trading venues should be mandated? If you believe they should 


be mandated, should venue operators be permitted to design their own controls or should they be 


harmonised/coordinated across venues (including between interrelated instruments such as a 


derivative and its underlying)? 


Exchanges have in the recent past become not much more than a simple matching engines. In that 


process we believe exchanges have passed too many responsibilities onto participants who have been 


provided little guidance or scope as to limit controls. Optiver believes regulators therefore need to provide a 


clearer and firmer framework for these exchanges to operate.  


Optiver believes exchange operators should take a far more active and involved role in providing 


infrastructure and control capabilities. Currently there is a lack of clarity and sophistication as to filter 


responsibility and how this ties in with market integrity rules. Exchange operators we believe currently have 


little responsibility for preventing disorderly markets. There must be a more thorough analysis on the 


required responsibilities between market participants, market operators and regulators on interconnected 


issues such as threshold limits, cancellation levels, market circuit breakers and fair and orderly market 


requirements.  


Order Entry Controls 


We believe that both the type of and level of thresholds for order entry controls should be the subject of 


discussion between participants and market operators. As the starting point there need to be clear 


consultation as to the list of control types required and limits and control ranges.  


Wash Trade Controls 


We note current discussion in the US markets which is considering wash trade protection being 


implemented at Exchange Operator levels. This is definitely something we support. 


Volatility Controls 


Introducing risk controls in general, and circuit breakers in particular, are a good suggestion. Circuit 


breakers have been proposed specifically with the flash crash in mind and do indeed tackle the essence of 


the problem. The problem is that, now as well as in for instance 1987, the market place simply cannot at all 


times deal with a combination of 1) large size, 2) immediate and 3) indiscriminate buy or sell orders such as 


an avalanche of stop loss orders, limit free large buy or sell algorithms (which are essentially repackaged 


market orders) or a trading algorithm going berserk. Circuit breakers, which use has often been described 


as “calming the market place” are useful not so much to provide the said calm, but to remove the 


immediate (2) and the indiscriminate (3) part of the trading dynamic, allowing implicit demand to be made 







 


7 


 


explicit and participants with stop loss orders to reconsider their orders. Thus the aim of circuit breakers is 


not to limit price move, not even big ones per se, but to halt a market breakdown. Regulators should 


review, and in fact are reviewing, how circuit breakers can be configured so that they are most effective.  


Our preferred option is an auction system whereby on defined criteria (such as both speed and price 


movement, which have been consulted and discussed with the industry), orders are immediately thrown 


into auction phase. This should be tied directly to the trade error policy such that both error trade and 


market volatility parameters all result in auction mode.  


We would like to stress that it is important to harmonize these risk controls across all platforms to avoid 


them breaking down at one venue and consequently have all order flow move to the alternate platform. 


Furthermore volatility controls cannot be implemented in the cash market without consideration and dual 


implementation of volatility controls for all derivative products; options and futures inclusive.  


Q5 To what extent do you believe market maker schemes offered by trading venues should be 


subject to mandatory minimum criteria? Should the criteria be determined by the trading venue 


alone? To what extent do you agree with the suggestion that the use of stub quotes should be 


prohibited? 


As a general remark Optiver believes that this is first and foremost a commercial matter. These schemes 


usually translate into better liquidity and quality of trading venues while they enable the market maker to 


improve the spread, consequently leading to better liquidity. This has been proven after the implementation 


of MiFID in Europe, when the introduction of new trading venues using these market maker schemes has 


led to substantially lower cost of trading for all. To impose minimum mandatory criteria as a consequence 


of these schemes and the above stated benefits does not make any sense. 


As far as stub quotes are concerned we believe that their existence is not so much the problem, but rather 


the fact that there can be situations that they actually trade. Under normal market circumstances no one 


would be willing to sell a one cent bid in Google, but in extreme situations ( such as the flash crash ) this 


bid can become relevant all of a sudden (market orders hitting it). As a solution it would therefore be better 


to ensure that there are proper circuit breakers in place rather than prohibiting stub quotes. Furthermore we 


believe that inappropriate order behaviours including stub quotes are already covered in existing market 


manipulation rules.  


We would suggest that if specific rules need to be made for market makers then regulators should firstly 


provide reasonable data and research to support any concern with market practices. Speculation or 


assumption should not be the basis of formulating market integrity rules for market makers.  
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Q6 Do you have suggestions for improvements to regulators’ surveillance capabilities with respect 


to the markets and modern trading techniques? Please elaborate. Who should bear the cost of 


investing in such capabilities and the cost of operating and supervising the markets in order to 


ensure fairness among market participants? Please elaborate. 


We believe that regulators themselves are better positioned to answer this question. 


Q7 What do you perceive as the major causes of settlement indiscipline and settlement failures? 


What steps, if any, do you believe regulators should take to address these causes? 


Most exchanges do not seem to acknowledge the problem. This lack of attention opens the door for those 


abusing counter parties that do trade in good faith. This undermines the trustworthiness of exchanges and 


might cause an adverse effect on liquidity in particular during dividend season when such problems usually 


arise. 


In this context it is good to mention the fact that there are also exchanges that do try to address this issue 


such as the Nasdaq OMX. They recently introduced a fee for late delivery with the option to further fine 


tune this fee benefitting the party suffering from the late delivery. 


Q8 Have the appropriate steps been taken to limit or manage conflicts of interest that arise where 


an investment firm simultaneously conducts client-serving activities and proprietary trading or a 


trading participant is also a shareholder in a venue on which it trades? If you believe conflicts 


management is inadequate, please explain how this manifests itself and any recommendation you 


have for how conflicts management could be improved. 


As a liquidity provider, Optiver is concerned with current broker and bank discussion with response to client 


conflicts. In the worst cases this conflict manifests itself in internalisation and use of dark pools. This is wide 


spread and well researched and documented.  


The formation and operations of internalisers are contrary to all basic principles of market efficiency 


particularly price formation which is dependent upon liquidity. The more that internalisers are permitted, the 


more that the efficient market is compromised. The real losers of internalising are retail investors whose 


spread of pricing is compromised. The current discussion is not focussed sufficiently towards the impact on 


liquidity and price discovery.  


As a company that doesn‟t have customers we don‟t find ourselves in a position to comment on so called 


“Chinese walls” in companies that do have customers.  


Having objective, clear exchange rules and regulations in place should tackle the possible problem of 


trading participants that are also shareholder in trading venues. In earlier ESMA consultations we indicated 
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that we in general strongly believe in the involvement of regulators when setting exchange rules to avoid 


possible conflicts of interest.
2
  


In this context it is good to mention the contribution, in the form of increased competition, in the European 


trading landscape by trading participants that became shareholder in trading venues such as Chi-X.  


Q9 Do you think existing laws and rules on market abuse and disorderly trading cover computer 


generated orders and are relevant in today’s market environment? 


Some of these existing laws and rules, stemming from the former open outcry trading, might be somewhat 


out-dated. A good example of this would be trading against yourself which was obviously a clear violation in 


the past whereas today it can also be a logical consequence of automated trading, e.g. when different 


automated trading strategies accidentally trade against with other.  


However, it must be stated that the majority of the existing rules and regulations sufficiently cover 


automated trading and are just as relevant in today‟s market environment as they were in the past. 


Q10 Are there any strategies employed by HFT firms that raise particular concerns? If so, how 


would you recommend that regulators address them? 


It is sometimes claimed that HFT firms benefit from their technological and speed advantage by trading on 


flash orders and thus have an unfair advantage over other investors. Flash orders are indications of interest 


that are send to only a select group of market participants allowing them to trade against these orders 


before others. These so called flash orders actually date back to 1978 when they were first introduced and 


it seems therefore somewhat stretched to link them to HFT exclusively.  


As strong supporters of a level playing field and transparency in general we support any move to ban flash 


orders from the market. 


Q11 Should charges or fees be imposed on messages, cancellations or high order-to-trade ratios? 


If so, how should the fees or charges be determined and on what basis? 


This would have a contradictory impact on price formation and liquidity. It is in the best interest of a 


platform to ensure the best possible prices and liquidity. Imposing charges or fees on messages, 


cancellations or high order to trade rations will normally translate in wider spreads and reduced liquidity as 


a consequence. It also fails to address the question why this situations (high cancellation rate or high order-


to-trade ratio‟s) exists in the first place.  


The idea of limiting the order-to-trade ratio or the number of cancellations has been inspired by the notion 


that the high order cancellation rates are damaging investors, as they claim the quotes are not shown with 


the intention to trade. In fact these higher quote refresh frequencies are a natural consequence of tighter 


markets with similar volatilities, as a smaller change in underlying value will be enough to trigger a 


                                                      


2
 http://www.optiver.com/pdf/Optiver%20response%20-


%20consultation%20on%20standardisation%20and%20exchange%20trading%20of%20OTC%20derivatives.pdf, p.10-11 



http://www.optiver.com/pdf/Optiver%20response%20-%20consultation%20on%20standardisation%20and%20exchange%20trading%20of%20OTC%20derivatives.pdf

http://www.optiver.com/pdf/Optiver%20response%20-%20consultation%20on%20standardisation%20and%20exchange%20trading%20of%20OTC%20derivatives.pdf
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necessary change. Limiting the number of times to cancel and update a quote would lead to wider spreads 


(as market makers lose the protection of being able to update their quotes) and a severe reduction in 


liquidity, as the number of individual price levels as well as the number of venues at which a market maker 


can quote will be lower (since execution at one requires adjustment of all quotes). 


Furthermore it is good to mention that charges or fees on messages or cancellations are being abused by 


some exchanges to create a non-level playing field or to reduce competition in certain product categories.  


Q12 Should market operators be required to make their co-location services available on a fair and 


non-discriminatory basis? 


We think it is important to ensure that offering co-location services takes place in a fair and non-


discriminatory manner. The terms for co-location services should be economically reasonable and 


regulated to avoid abuse. As a result of regulatory changes (e.g. MiFID in Europe) and the more 


fragmented landscape it is important to note that there is a lot of pressure on exchanges and their earnings 


model. This leads them to look for alternative sources of income. Co-location services and the 


dissemination of data are two clear examples where this becomes apparent. Although many exchanges are 


providing fair and equal access, we do notice an increased cost in operating co-locations. Enabling smaller 


participants to get fair access to these locations is also an important consideration and should be covered 


by defining economically reasonable terms. The recent changes in the market structure landscape should 


not result in a co-location „toll road‟  


Q13 Should market operators be required to provide testing environments to enable participants in 


stress test their algorithms? If so, what kind of minimum requirements are reasonable? 


It is advisable to have testing environments in place for these purposes, but almost all exchanges already 


offer this service. 


Q14 To what extent do you have other comments related to the risks to market integrity and 


efficiency raised by the issues in this report? 


We are of the opinion that the previous questions cover the topic, but will be happy to provide additional 


info when required. 


As a final comment we would emphasise that market integrity rules should be technology neutral and be 


clearly principles based. 


We believe that unlit markets and internalisers are the most significant market integrity issue. 


 


-o- 





